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Abstract
T h e  e ffe c tiv e n e ss  o f  fo re ig n  a id  h a s  b e e n  a  h o t ly  d e b a t e d  is s u e  in  t h e  g ro w th  a n d  
d e v e lo p m e n t  l it e r a t u r e . T h i s  t h e s is  c o n t r ib u t e s  to  th e  e x is t in g  l it e r a t u r e  o n  t h e  ef­
fe c t iv e n e s s  o f fo re ig n  a id  a n d  it s  im p a c t  o n  d e v e lo p m e n t a n d  g ro w th  in  d e v e lo p in g  
c o u n tr ie s . A ls o ,  it  p r o v id e s  a n  e m p ir ic a l  a n d  t h e o r e t ic a l fra m e w o rk  for u n d e r s t a n d ­
in g  t h e  in c e n t iv e s  b e h in d  th e  d e c is io n  m a k in g  o f  a id  d o n o rs . T h i s  t h e s is  e v a lu a t e s  
w h e th e r  d o n o r  g o v e rn m e n ts  p r o v id e  m o r e  fo re ig n  a id  to  c o u n t r ie s  w h e re  t h e y  e x e rt  
m o r e  in flu e n c e . T h e  a d d it io n a l  e m p ir ic a l  r e s u lt s  o b t a in e d  h e re  p e r m it  a  r e -e v a lu a t io n  
o f t h e  e x is t in g  l it e r a t u r e  o n  fo r e ig n  a id ,  a s  w e ll a s a d d in g  so m e  v e r if ic a t io n  o f p r e v i­
o u s  r e s u lts  b y  o th e r  re s e a r c h e r s  a n d , h o p e fu lly , p r o v id in g  e x t r a  e v id e n c e  in  t h e  a r e a  
o f fo re ig n  a id  s tu d ie s .
T h e  m a in  c o n t r ib u t io n s  o f  t h is  t h e s is  a re  t h e  fo llo w in g : f ir s t , t h e  p a n e l d a t a  
m e th o d o lo g y  h a s  b e e n  a p p lie d  to  a ll  e m p ir ic a l  a n a ly s is  in  t h is  w o rk . I n  c o n t r a s t ,  
m o s t  o f  t h e  p r e v io u s  w o rk  h a s  b e e n  d o n e  u s in g  th e  t im e  se rie s  o r c ro s s  s e c t io n  e s t i­
m a t io n s  s e p a r a te ly . S e c o n d , I  h a v e  r e e x a m in e d  th e  f in d in g s  o f t h e  e a r lie r  w o rk  d o n e  
b y  L e v y  ( 1 9 8 7 ) .  T h i r d ,  I  h a v e  a n a ly s e d  t h e  effect o f c o r r u p t io n  o n  fo re ig n  a id  a s  
o n e  o f t h e  f a c to r s  t h a t  a ffe cts it s  e ffe c tiv e n e ss . T h e  e m p ir ic a l  e v id e n c e  in  t h is  a r e a  
is  n o t  v e r y  w e ll r e s e a r c h e d  a n d  c a n  b e  d e s c r ib e d  as m ix e d  a n d  in c o n c lu s iv e , w h ic h  
h a s  in te n s if ie d  th e  a rg u m e n ts . F o u r t h ,  I  h a v e  re a ss e sse d  t h e  l in k  b e tw e e n  fo re ig n
a id  a n d  e c o n o m ic  g ro w th  b y  c o n s id e r in g  t h e  p o t e n t ia l l in k  b e tw e e n  a id  a n d  s t r u c ­
t u r a l  t r a n s f o r m a t io n  in  s e c t o r a l p r o d u c t io n  t e r m s , a s w e ll a s  e x p lo re d  th e  p o s s ib le  
p r e s e n c e  o f ‘D u t c h  d is e a s e ’ in  p r o v is io n  o f  fo re ig n  a id . F i f t h ,  t h e  m o t iv a t io n s  o f  
d o n o r c o u n t r ie s  h a v e  b e e n  a sse ss e d  to  e x a m in e  w h e th e r  t h e y  p r o v id e  fo re ig n  a id  a s  
a n  a lt r u is t ic  g e s tu re  o r fo r p o l it ic a l  a n d  e c o n o m ic  g a in s . T h e  l it e r a t u r e  o n  t h is  is s u e  
h a s  so fa r  p r e s e n te d  m ix e d  r e s u lts .
T h e  m a in  a im  o f t h is  th e s is  is  to  t r y  to  h a v e  a  b e tte r  u n d e r s t a n d in g  o f t h e  is s u e s  
s u r r o u n d in g  th e  q u e s tio n s : I s  fo re ig n  a id  e ffe c t iv e ?  D o e s  fo re ig n  a id  h e lp  to  p r o m o te  
g ro w th  a n d  d e v e lo p m e n t?  I t  t h e n  t r ie s  to  a d d r e s s  m o re  s p e c if ic  is s u e s  a s: W h a t  a re  
th e  m a in  m o t iv e s  o f d o n o r  g o v e rn m e n ts  in  t h e  p r o v is io n  o f fo re ig n  a id ?  A r e  th e r e  
s ig n s  o f ‘D u t c h  d is e a s e ’ in  th e  p r o v is io n  o f fo re ig n  a id ?  C a n  f a ilu r e  o f  fo re ig n  a id  b e  
a  r e s u lt  o f th e  p r e s e n c e  o f c o r r u p t io n  in  t h e  r e c ip ie n t  c o u n t r ie s ?
T h i s  th e s is  w ill  a t t e m p t  to  p r o v id e  a  s a t is f a c t o r y , a n d  a s e x h a u s t iv e  a s p o s s ib le ,  
a n  a n sw e r to  e a c h  o f th e  a b o v e  q u e s tio n s . A ls o ,  t h is  w o rk  in c lu d e s  a  l it e r a t u r e  re v ie w  
o n  a ll  s u b je c t s  a d d r e s s e d  in  t h is  th e s is .
T h e  m a in  f in d in g s  o f t h is  t h e s is  a re  t h e  fo llo w in g : th e  re a s s e s s m e n t  o f th e  f in d in g s  
b y  L e v y  ( 1 9 8 7 )  su g g e s t  t h a t  m o s t  o f t h e  o ff ic ia l d e v e lo p m e n t a s s is ta n c e  is  g o in g  for  
c o n s u m p t io n  in  lo w -in c o m e  c o u n t r ie s  a n d  n o t  o n  th e  in v e s t m e n t . T h e s e  r e s u lts  
s t r o n g ly  c o n t r a d ic t  t h e  r e s u lts  o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .
T h e  c o n t r ib u t io n  to  t h e  e m p ir ic a l  l it e r a t u r e  o n  th e  p o s s ib le  p r e s e n c e  o f ‘D u t c h  
d is e a s e ’ in  p r o v is io n  o f fo r e ig n  a id  su g g e s t  t h a t ,  w h ile  t h e  t h e o r y  o n  ‘D u t c h  d is e a s e ’ 
a n d  s t r u c t u r a l  t r a n s f o r m a t io n  m a y  im p ly  t h e  p re se n ce  o f ‘D u t c h  d is e a s e ’ w h e n  a  
c o u n t r y  re c e iv e s  fo re ig n  a id , o u r  e m p ir ic a l  te s ts  w ere  in c o n c lu s iv e . A lt h o u g h  th e r e  
a re  c le a r  s ig n s  o f s t r u c t u r a l  t r a n s f o r m a t io n , t h e  r e s u lts  for t h e  effects o f a id  a re  
s m a ll.  O v e r a ll,  r e s u lts  a re  n o t  r o b u s t ,  w h ic h  m a k e s  it  d iff ic u lt  to  e s t a b lis h  w h e th e r  
a id  d r iv e s  s t r u c t u r a l  t r a n s f o r m a t io n  o r le a d s  to  ‘D u t c h  d is e a s e ’ .
T h e  e m p ir ic a l  r e s u lts  o n  t h e  m a in  m o t iv a t io n s  o f d o n o rs  a n d  m o re  p r e c is e ly  
d o n o rs  fro m  th e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C )  to w a r d s  t h e  m a in  o b ­
je c t iv e s  b e h in d  a id  p r o v is io n  su g g e s t  t h a t  D A C  d o n o rs  ta k e  in to  a c c o u n t  th e  n e e d
o f t h e  r e c ip ie n t  c o u n tr ie s , t h o u g h  d o n o rs  lo o k  a fte r  t h e ir  o w n  in te r e s ts  to  a  g re a t  
d e g re e  a s  w e ll. T h i s  a n a ly s is  im p lie s  t h a t  c o u n t r ie s  te n d  to  p a y  m o r e  a tt e n t io n  to  
th e  ‘n e e d ’ f a c to r  in  t h e  lo w -in c o m e  c o u n t r ie s  a n d  to  a  le sse r e x te n t  in  lo w e r -m id d le -  
in c o m e  c o u n tr ie s . A n  in te r e s t in g  f in d in g  is  t h a t  d o n o rs  t e n d  to  g iv e  m o re  a id  to  
c o u n t r ie s  w h e re  t h e y  h a v e  a  h ig h e r  s h a r e  o f a id  to  o v e r a ll a id  re c e iv e d  b y  a  c o u n try .  
T h i s  ‘r e p u t a t io n  e ffe ct’ h a s  a n  im p a c t  o n  t h e  p r o v is io n  o f a id  b y  d o n o r  c o u n tr ie s .  
T h i s  c a n  b e  e x p la in e d  t h a t  b y  d o in g  t h is ,  d o n o r  e c o n o m ie s  t e n d  to  in d ir e c t ly  sh o w  
t h e ir  p o w e r a n d  d o m in a n c e .
T h e  e m p ir ic a l  r e s u lts  o n  a  p a n e l a n d  o n  a  c r o s s -s e c t io n  o f c o u n t r ie s  to  m e a s u r e  
t h e  effect o f c o r r u p t io n  a n d  a id  sh o w s t h a t  a id  h a s  n o  im p a c t  o n  g ro w th , w h ile  
c o u n t r ie s  w it h  h ig h e r  le v e ls  o f c o r r u p t io n  h a v e  lo w er g ro w th  ra te s .
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CHAPTER 1
Introduction
F o r e ig n  a id  p la y s  a n  im p o r t a n t  ro le  in  t h e  m a c r o e c o n o m ic  e n v ir o n m e n t  o f b o t h  
d e v e lo p e d  a n d  d e v e lo p in g  c o u n tr ie s . T h e  r e c o g n it io n  o f t h is  fa c t  h a s  g e n e r a te d  a n  
in c r e a s in g  in te r e s t  in  t h is  s u b je c t  in  a c a d e m ic  a n d  p o lit ic a l  c ir c le s . F r o m  a n  a c a d e m ic  
p e r s p e c t iv e , t h is  in te r e s t  h a s  le d  to  a  g ro w in g  n u m b e r  o f t h e o r e t ic a l a n d  e m p ir ic a l  
c o n t r ib u t io n s . M o s t  o f t h e  e m p ir ic a l  l it e r a t u r e  o n  th e  e ffe c tiv e n e ss  o f  fo re ig n  a id  
p r o d u c e d  m ix e d  o r in c o n c lu s iv e  r e s u lts . S o m e  s t u d ie s  su g g e st t h a t  fo re ig n  a id  h a s  
a  p o s it iv e  im p a c t  o n  g ro w th  a n d  d e v e lo p m e n t, w h ile  o th e r  a u t h o r s  a rg u e  t h a t  a id  
s h o u ld  b e  c u r t a ile d , a s i t  d o e s m o r e  h a r m  t h a n  g o o d .
T h i s  th e s is  c o n t r ib u te s  to  t h e  e x is t in g  l it e r a t u r e  o n  th e  e ffe c tiv e n e ss  o f fo re ig n  a id  
a n d  it s  im p a c t  o n  d e v e lo p m e n t a n d  g ro w th  in  th e  d e v e lo p in g  c o u n tr ie s . M o re  s p e c if ­
ic a lly ,  it  a n a ly s e s  t h e  effect o f c o r r u p t io n  o n  fo re ig n  a id  e ffe c tiv e n e ss, it  e x p lo re s  th e  
p o s s ib i lit y  w h e th e r  a id  d r iv e s  s t r u c t u r a l  t r a n s f o r m a t io n  o r le a d s  to  ‘D u t c h  d is e a s e ’ , 
a s  w e ll a s  th e  m o t iv a t io n s  o f  d o n o r  c o u n t r ie s . I t  a ls o  re e x a m in e s  th e  f in d in g s  o f th e  
e a r lie r  w o rk  o n  t h e  effects o f fo r e ig n  a id  o n  in v e s t m e n t  r a te s . U n l ik e  th e  m a jo r it y  
o f s t u d ie s  in  t h is  a re a , i t  m a k e s  u s e  o f p a n e l d a t a  e c o n o m e tr ic  m e th o d s .
T h e  o u t lin e  o f t h is  c h a p te r  is  a s  fo llo w s: t h is  c h a p te r  b e g in s  w it h  a  b r ie f  a c c o u n t
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o f th e  e m e rg e n c e  o f  th e  fo re ig n  a id  flo w s. I t  a ls o  p r o v id e s  so m e  d e f in it io n s , d is t in ­
g u is h in g  b e tw e e n  d iffe re n t t y p e s  o f  fo re ig n  a id . L a t e r  o n , t h is  c h a p te r  h ig h lig h t s  t h e  
m a in  is s u e s  d e b a t e d  in  t h e  l it e r a t u r e  o n  fo r e ig n  a id  a n d  o u t lin e s  t h e  c o n t r ib u t io n s  
o f t h is  th e s is .
A  c o n v e n ie n t  s t a r t in g  p la c e  is  to  lo o k  a t  t h e  h is t o r y  o f  fo re ig n  a id . T h e  P o in t  
F o u r  p r o g r a m  o f U S  P r e s id e n t  H a r r y  S . T r u m a n ,  a n n o u n c e d  in  J a n u a r y  2 0 , 19 4 9 ,  
s t a t e d : “W e  m u s t  e m b a r k  o n  a  b o ld  n e w  p r o g r a m  for . . .  t h e  im p r o v e m e n t  a n d  
g ro w th  o f u n d e r d e v e lo p e d  a re a s . M o r e  t h a n  h a lf  t h e  p e o p le  o f th e  w o rld  a re  l iv in g  
in  c o n d it io n s  a p p r o a c h in g  m is e r y  . . .  F o r  t h e  f irs t  t im e  in  h is t o r y , h u m a n it y  p o sse sse s  
t h e  k n o w le d g e  a n d  t h e  s k i l l  to  re lie v e  t h e  s u ffe r in g  o f  th e s e  p e o p le ” .
A  s t a t e m e n t  tw o  y e a r s  a fte r  P r e s id e n t  T r u m a n ’s a d d re s s  b y  a  g ro u p  o f U N  e x p e r ts  
w a s m o r e  p re c is e : “A  2% in c r e a s e  in  t h e  p e r  c a p it a  n a t io n a l  in c o m e s  c a n n o t  b e  
b r o u g h t  a b o u t  w it h o u t  . . .  a  s u m  o f m o n e y  . . .  o f  a b o u t  $ 3  b i l l io n  a  y e a r ” ( U N  
E x p e r t  G r o u p , 1 9 5 1 ) .  T h i s  s t a r t e d  a  p a t h  o f s e t t in g  p r e c is e  t a r g e t s  a n d  c a lc u la t in g  
a id  n e e d s  to  a c h ie v e  t h is  ta r g e t . I n  1 9 6 0 , W a lt  R o s to w  in  Stages of Growth s a id  
t h a t  “a n  in c r e a s e  o f $ 4  b i ll io n  in  e x t e r n a l a id  w o u ld  b e  r e q u ir e d  to  l if t  a ll  o f A s ia ,  
t h e  M id d le  E a s t ,  A f r ic a ,  a n d  L a t i n  A m e r ic a  in to  r e g u la r  g ro w th , a t  a n  in c r e a s e  of  
p e r  c a p it a  in c o m e  b y  1 . 5 %  p e r  a n n u m ” .
T h r o u g h o u t  t h e  y e a r s , a c a d e m ic s  a n d  p o lic y m a k e r s  t r ie d  to  f in d  a n d  im p le m e n t  
p o lic ie s  a n d  n e w  p r o g r a m m e s  t h a t  w o u ld  m a k e  a  d iffe re n ce  to  t h e  w o r ld ’s p o o r e s t  
e c o n o m ie s . N e v e r th e le s s , a  lo t  o f re s o u rc e s  w e re  w a s te d  o n  u n p r o d u c t iv e  a c t iv it ie s .  
T h i s  le d  to  d o n o rs  c o n s is t e n t ly  r e fu s in g  to  f in a n c e  p r o je c t s  s u c h  a s in f r a s t r u c t u r e  
m a in t e n a n c e , w it h  t h e  id e a  t h a t  t h is  is  t h e  r e s p o n s ib i l it y  o f r e c ip ie n t  g o v e rn m e n ts .  
H o w e v e r, m o s t  a id  p r o je c t s  r e q u ir e  lo n g  t e r m  in v e s tm e n ts  in  o rd e r to  a c h ie v e  s u c c e s s  
a n d  d e v e lo p m e n t.
W h a t  is  fo re ig n  a id , in  m o r e  p r e c is e  t e r m s ?  I t  c a n  b e  d e fin e d  a s t h e  in t e r n a t io n a l  
t r a n s f e r  o f f u n d s , lo a n s  a n d / o r  g r a n t s , a s  w e ll a s  th e  p r o v is io n  o f t e c h n ic a l  a s s is ta n c e  
or c a p a c it y  b u i ld in g  fro m  o n e  g o v e rn m e n t to  a n o t h e r  o n e  (o r fro m  m u lt ila t e r a l  a g e n ­
c ie s ) , w it h  th e  a im  o f f a c il it a t in g  a n d  a c c e le r a t in g  r e c ip ie n t  c o u n t r ie s ’ g ro w th  a n d
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d e v e lo p m e n t. F o r e ig n  a id  c a n  b e  tr a n s f e r r e d  in  t h e  fo rm  o f b i la t e r a l  a id  t r a n s fe r s  
b e tw e e n  tw o  c o u n tr ie s , o r in  t h e  fo r m  o f m u lt i la t e r a l  a id  t h a t  is  c h a n n e lle d  t h r o u g h  
in t e r n a t io n a l o r g a n is a t io n s , s u c h  a s t h e  W o r ld  B a n k  o r t h e  In t e r n a t io n a l  M o n e t a r y  
F u n d  ( I M F ) .
F o r e ig n  a id  c o n s is t s  o f th r e e  d iffe re n t a re a s , e a c h  w it h  it s  o w n  o b je c t iv e s . T h e  
f irs t  o n e  is  o ff ic ia l d e v e lo p m e n t a id . S e c o n d ly , d e v e lo p m e n t a id  p r o v id e d  b y  n o n ­
g o v e r n m e n ta l o r g a n is a t io n s  ( N G O s )  a n d  c iv i l  s o c ie ty  o r g a n is a t io n s  ( C S O s ) .  V o l ­
u n t a r y  a id  o r c h a r it y  a id , w h e re  m o n e y  c o lle c te d  t h r o u g h  a g e n c ie s  (fo r e x a m p le  
O x f a m  a n d  A c t io n  A id )  a n d  la t e r  s p e n t  o n  a  v a r ie t y  o f d iffe re n t sc h e m e s. M o s t  of  
t h is  t y p e  o f a id  is  d ir e c t e d  to w a r d s  lo n g  t e r m  d e v e lo p m e n t o f  t h e  r e c ip ie n t  c o u n tr y .  
H o w e v e r, s o m e tim e s  th e s e  c h a r it ie s  p r o v id e  e m e rg e n c y  a id  in  c a s e  a  d is a s t e r  o c c u r s .  
T h ir d l y ,  h u m a n it a r ia n  a n d  e m e rg e n c y  a id , w h ic h  is  p r o v id e d  b y  th e  o ff ic ia l d o n o rs , 
U N  a g e n c ie s , th o s e  t h a t  a re  p a r t  o f t h e  R e d  C r o s s  m o v e m e n t, a n d  N G O s  ( R id d e l l ,  
2 0 0 7 ) .
D e v e lo p m e n t  a id  d iffe rs  fro m  h u m a n it a r ia n  a n d  e m e rg e n c y  a id  a s  it  is  b e in g  
d ir e c t e d  to  h a v e  a n  im p a c t  o n  p o v e r t y  a n d  d e v e lo p m e n t in  th e  lo n g  r u n , r a t h e r  t h a n  
in  t h e  s h o r t  r u n . T h i s  t y p e  o f fo r e ig n  a id  is  u s u a lly  re fe rre d  in  l it e r a t u r e  a s O f f ic ia l  
D e v e lo p m e n t  A s s is t a n c e  ( O D A ) .  D e v e lo p m e n t  a id  a im s  to  b e  m o r e  s y s t e m a t ic  a n d  
in v o lv e s  a  lo n g e r t im e  h o r iz o n  to  a c h ie v e  r e s u lts . O n  t h e  c o n t r a r y , e m e rg e n c y  a id  
a im s  to  h e lp  c o u n t r ie s  in  o n e -o ff  c a s e s , s u c h  a s  n a t u r a l  d is a s t e r s  a n d  e m e rg e n c ie s  to  
p r o v id e  b a s ic s ,  e.g . fo o d , s h e lte r , m e d ic in e . E m e r g e n c y  a id  p r o v id e s  a  s h o r t  t e r m  
s o lu t io n  a n d  it s  p u r p o s e  is  n o t  to  a c h ie v e  d e v e lo p m e n t a n d  g ro w th .
O n e  e x a m p le  o f e m e rg e n c y  a id  w a s  t h e  re s p o n s e  to  th e  n a t u r a l  d is a s t e r  t h a t  
a ffe cte d  p e o p le  b y  th e  I n d ia n  O c e a n  t s u n a m i in  2 0 0 5 , a fte r w h ic h  $ 7 .5  b i ll io n  w ere  
r a is e d . T h i s  sh o w e d  th e  in c r e a s e d  in te r e s t  in  th e  r e d u c t io n  o f g lo b a l p o v e r ty . H o w ­
e v e r, a id  e ffe ctiv e n e ss  a n d  it s  im p a c t  is  s t i l l  q u e s t io n a b le , a s it  c a n n o t  b e  m e a s u r e d  
b y  t h e  a m o u n t s  p r o v id e d .
O n e  o f t h e  re a s o n s  for so m a n y  c o n tro v e rs ie s  a b o u t  a id  e ffe c tiv e n e ss  is  d u e  to  th e  
f a c t  t h a t  th e r e  s h o u ld  b e  a  d is t in c t io n  b e tw e e n  d iffe re n t t y p e s  o f a id . F o r  e x a m p le ,
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e m e rg e n c y  a n d  h u m a n it a r ia n  a id  a re  a im e d  a t  c o n s u m p t io n  a n d  d o  n o t  s t im u la t e  
g ro w th ; o n  th e  o th e r  h a n d , a id  to  b u i ld  r o a d s  o r t e le c o m m u n ic a t io n s  o r to  im p r o v e  
a g r ic u lt u r e  a n d  in d u s t r y  a re  d ir e c t ly  a im e d  a t  p r o d u c t io n  a n d  s h o u ld  s t im u la t e  
e c o n o m ic  g ro w th .
O v e r a ll,  fo re ig n  tr a n s fe r s  c a n  b e  d iv id e d  in to  tw o  g ro u p s : fo re ig n  tr a n s f e r s  of  
a  r e lie f  n a t u r e  o r e m e r g e n c y  t r a n s f e r s  (fo o d , m e d ic in e )  a n d  fo re ig n  tr a n s f e r s  for  
d e v e lo p m e n t p u r p o s e s  ( p r o je c t  a id ,  t e c h n ic a l  a s s is ta n c e ) . E m e r g e n c y  tr a n s f e r s  in  
m o s t  c a s e s  a re  u s e d  to  f in a n c e  t r a n s it o r y  c o n s u m p t io n  o r s u p p o r t  t h e  p r e v a ilin g  
le v e l o f c o n s u m p t io n  in  t h e  c o u n tr y . F o r e ig n  tr a n s fe r s  fo r d e v e lo p m e n t  p u r p o s e s  
a re  m o r e  s y s t e m a t ic  a n d  u s u a l ly  la s t  s e v e r a l y e a r s , w h ic h  in  m o s t  ca s e s  a re  u s e d  to  
in c r e a s e  t h e  le v e l o f in v e s t m e n t  in  t h e  c o u n tr y .
F o r e ig n  a id  c re a te s  a  l in k  b e tw e e n  a  d o n o r  a n d  a  p a r t ic u la r  r e c ip ie n t . T h e  m o s t  
o b v io u s  e x a m p le  is  ‘t ie d ’ a id , t h a t  c a n  b e  ‘f o r m a l’ a n d  ‘in f o r m a l’ . ‘F o r m a l ’ t ie d  
a id  is  c o n d it io n a l  o n  o b t a in in g  g o o d s  fro m  t h e  d o n o r c o u n t r y  a n d  o fte n  d ir e c t e d  
to  c o u n t r ie s  t h a t  h is t o r ic a l ly  h a v e  t ie s  w it h  t h e  d o n o r c o u n tr y . A ls o ,  d o n o rs  a re  
m o re  l ik e ly  to  g iv e  a id  to  c o u n t r ie s  w h ic h  p u r c h a s e  t h e ir  e x p o rts . H o w e v e r, fo re ig n  
a id  m a y  c a u s e  t r a d e  d e p e n d e n c y . ‘In f o r m a l’ t ie d  a id  o c c u r s  w h e n  d o n o rs  d ir e c t  a id  
to w a r d s  p r o je c t s  o r c o u n t r ie s  w h e re  t h e ir  o w n  in d u s t r ie s  h a v e  a  s tr o n g  c o m p e t it iv e  
a d v a n t a g e . N e v e r th e le s s , t y in g  o f a id  c a n  b e  c o u n t e r p r o d u c t iv e  in  p r o m o t in g  e x p o r t  
g ro w th . U n t ie d  a id  a llo w s  th e  r e c ip ie n t  c o u n t r ie s  to  ch o o se  h o w  to  s p e n d  i t  a n d  
it  g iv e s  t h e m  a n  o p p o r t u n it y  to  d e te r m in e  t h e ir  o w n  in v e s t m e n t  p r o je c t s ,  le v e l o f  
t e c h n o lo g y  a n d  to  p u r c h a s e  im p o r t s  a t  w o r ld  p r ic e s  (M o rr is s e y , 1 9 9 3 ) .
A  d is t in c t io n  s h o u ld  b e  m a d e  b e tw e e n  m u lt ila t e r a l  a id  a n d  b i la t e r a l  a id . T h o u g h ,  
m o s t  o f  O D A  c o n s is ts  o f b i la t e r a l  a id ,  w h ic h  is  p r o v id e d  fro m  t h e  g o v e rn m e n t o f  
o n e  c o u n t r y  d ir e c t ly  to  th e  g o v e rn m e n t o f  a n o t h e r  c o u n tr y . B i la t e r a l  a id  is  g iv e n  
to  p o o r e r  e c o n o m ie s , e it h e r  for d e v e lo p m e n t  p r o je c t s ,  o r a s  s u p p o r t  in  e m e rg e n c y  
s it u a t io n s . I n  m o s t  c ir c u m s t a n c e s , t h e  d o n o rs  o f  th e  b i la t e r a l  a id  t e n d  to  b e n e fit  
e c o n o m ic a lly  fro m  t h is  ‘t r a n s a c t io n ’ . In d e e d , t h e  d o n o r g o v e rn m e n ts  m a y  h a v e  a  
s ig n if ic a n t  in f lu e n c e  in  t h e  d e c is io n  m a k in g  a b o u t  w h o , w h e n  a n d  h o w  m u c h  a id  a
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c o u n t r y  c a n  re c e iv e . I n  t h e  y e a r  2 0 0 6 , th e  2 3  m e m b e r s  o f t h e  D e v e lo p m e n t  A s s is ­
t a n c e  C o m m it t e e  p r o v id e d  a lm o s t  $ 1 1 3  b i l l io n  in  O D A ,  w h e re  t h e  s m a lle s t  d o n o r  
L u x e m b o u r g  p r o v id e d  $ 3 2 3  m il l io n  a n d  t h e  la r g e s t  -  th e  U n it e d  S t a t e s  -  p r o v id e d  
$ 2 4  b i l l io n 1 .
M u lt i la t e r a l  a id , o n  th e  o th e r  h a n d , is  p r o v id e d  t h r o u g h  m u lt i la t e r a l  o r g a n is a ­
t io n s  s u c h  a s th e  In t e r n a t io n a l  M o n e t a r y  F u n d  ( I M F )  a n d  th e  W o r ld  b a n k . T h e s e  
in s t it u t io n s  a im  to  fo s te r e c o n o m ic  g ro w th  a n d  to  in c r e a s e  t h e  le v e l o f e m p lo y m e n t,  
a s w e ll a s  to  p r o v id e  t e m p o r a r y  lo a n s  a n d  f in a n c ia l  a s s is ta n c e  to  r e lie v e  d e b t. H is t o r ­
ic a lly ,  b i la t e r a l  a id  h a s  b e e n  d o m in a n t  o v e r m u lt ila t e r a l  a id , a s  b i la t e r a l  a id  m a k e s  
u p  th e  m a jo r it y  o f O D A ,  t h e  r e m a in in g  2 5 %  b e in g  m u lt ila t e r a l  a id . S o m e  c la im ,  
h o w e v e r, t h a t  m u lt ila t e r a l  a id  is  le ss  t ie d  to  p o l it ic a l  s e lf -in te r e s t  o f t h e  d o n o r  g o v ­
e r n m e n t  a n d  h a s  few er ‘s t r in g s  a t t a c h e d ’ , a n d , a s a  r e s u lt , it  m a y  b e  m o re  e ffe ctiv e .
F r o m  t h e  d e s c r ip t io n  a b o v e , w e c a n  see t h a t  th e r e  a re  d iffe re n t t y p e s  o f fo re ig n  
a id ,  e a c h  o f t h e m  h a v in g  t h e ir  o w n  p u r p o s e . I t  is  in te r e s t in g  to  n o te  t h a t  t h e  m a jo r it y  
o f a id  s t u d ie s  a re  b a s e d  o n  O D A  p r o v id e d  b y  g o v e rn m e n ts  a n d  in t e r n a t io n a l a g e n c ie s  
o f d e v e lo p e d  c o u n t r ie s  to  s u p p o r t  e c o n o m ic  a n d  s o c ia l d e v e lo p m e n t  in  d e v e lo p in g  
c o u n tr ie s .
N e t  o ff ic ia l d e v e lo p m e n t a s s is t a n c e  ( O D A )  c o n s is ts  o f d is b u r s e m e n t s  o f lo a n s  
m a d e  o n  c o n c e s s io n a l t e r m s  (n e t  o f r e p a y m e n t s  o f p r in c ip a l)  a n d  g r a n ts  b y  o ff ic ia l  
a g e n c ie s  o f th e  m e m b e r s  o f t h e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C ) ,  b y  m u l­
t i la t e r a l  in s t it u t io n s ,  a n d  b y  n o n - D A C  c o u n t r ie s  to  p r o m o te  e c o n o m ic  d e v e lo p m e n t  
a n d  w e lfa re  in  c o u n t r ie s  a n d  t e r r it o r ie s  in  t h e  D A C  l is t  o f  O D A  r e c ip ie n ts . I t  in ­
c lu d e s  lo a n s  w it h  a  g r a n t  e le m e n t  o f a t  le a s t  2 5  p e r c e n t  ( c a lc u la t e d  a t  a  r a t e  of  
d is c o u n t  o f 1 0  p e r c e n t) .
N o t e  t h a t  n e t  “o ff ic ia l a id ” re fe rs to  a id  flo w s (n e t o f r e p a y m e n t s )  fro m  o ff ic ia l  
d o n o rs  to  c o u n t r ie s  a n d  t e r r it o r ie s  in  p a r t  I I 2 o f th e  D A C  lis t  o f r e c ip ie n ts : m o re
1OECD International Development Statistics online (www.oecd.org/dac/stats/idsonline).
2The “DAC List of Aid Recipients” was introduced in 1993. It was divided into two parts. Aid 
to “traditional” developing countries on Part I of the list counted as ODA, for which there is a 
long-standing United Nations target of 0.7 per cent of donors’ national income.
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a d v a n c e d  c o u n t r ie s  o f C e n t r a l  a n d  E a s t e r n  E u r o p e , th e  c o u n t r ie s  o f t h e  fo rm e r S o v ie t  
U n io n ,  a n d  c e r t a in  a d v a n c e d  d e v e lo p in g  c o u n t r ie s  a n d  te r r it o r ie s . O f f ic ia l  a id  is  
p r o v id e d  u n d e r  te r m s  a n d  c o n d it io n s  s im ila r  to  th o s e  for O D A .  P a r t  I I  o f  t h e  D A C  
l is t  w a s  a b o lis h e d  in  2 0 0 5 3 .
T h e  v o lu m e  o f fo re ig n  a id  h a s  f lu c t u a t e d  o v e r th e  y e a r s , w it h  p e r io d s  o f in c r e a s e d  
a m o u n t s  o f a id , c o n t r a s t in g  w it h  t im e s  w h e n  a id  flow s c o n t r a c te d  s h a r p ly . D u r in g  
th e  1 9 5 0 s  a n d  19 6 0 s , t h e  p e r io d  o f t h e  ‘b e g in n in g ’ o f fo re ig n  a id , it  w a s  s t i l l  to o  
e a r ly  to  d ra w  a n y  c o n c lu s io n s  a n d  m a k e  a n y  d e c is io n s  a b o u t  t h e  c o r r e c t  p o lic ie s  a n d  
a c t io n s . H o w e v e r, th e r e  w ere n o t  m a n y  c h a n g e s  s in c e  t h e n  in  th e  1 9 7 0 s .  O v e r a ll,  
th e  a m o u n t  o f a id  in c r e a s e d  s lo w ly , b u t  s t e a d ily ,  a lt h o u g h  th e  r e s u lts  a c h ie v e d  in  
t h e  m a jo r it y  o f c a s e s  w ere  in c o n c lu s iv e .
I n  t h e  la t e  1 9 9 0 ’s, th e  le v e l o f fo r e ig n  a id  d e c re a s e d  ( in  c o m p a r is o n  to  p r e v i­
o u s y e a r s , see T a b le  2 . 1 )  a n d  t h e n , s lo w ly , t h e  s ig n s  o f im p r o v e m e n t  s t a r t e d  to  
a p p e a r , l in k e d  in  p a r t ic u la r  w it h  in it ia t iv e s  s u c h  a s th e  M il le n n iu m  D e v e lo p m e n t  
G o a ls  ( M D G s ) ,  ‘th e  G lo b a l  c a l l  to  A c t io n  a g a in s t  P o v e r t y ’ a n d  ‘M a k e  P o v e r t y  H is ­
t o r y ’ . T h e  a m o u n t s  o f a id  g re w  a n d  in  2 0 0 5 , t h e  t o t a l  q u a n t it y  o f a id  g iv e n  b y  
d e v e lo p e d  c o u n t r ie s  to  th e  c o u n t r ie s  in  n e e d  re a c h e d  a lm o s t  $ 1 0 0  b i ll io n ,  w h ic h  is  
d o u b le  t h e  a id  p r o v id e d  in  2 0 0 1 4. H o w e v e r, th e  2 0 1 5  d e a d lin e  is  a p p r o a c h in g  a n d  
l it t le  c h a n g e  h a d  b e e n  a c h ie v e d . O v e r a l l  t h e  p u b lic  a n d  w o r ld ’s le a d e r s  s t a r t e d  to  
fo rm  s tr o n g  o p in io n s  a b o u t  fo re ig n  a id  a n d  it s  e ffe ctiv e n e ss o n  t h e  w o r ld ’s p o o r e s t  
c o u n tr ie s . T h e  e sse n ce  o f a id , it s  m a in  o b je c t iv e s  a n d  it s  e ffe c tiv e n e ss  s t a r t e d  to  b e  
q u e s tio n e d .
T h e r e  a re  in d e e d  d is a g r e e m e n ts  a b o u t  a id  e ffe ctiv e n e ss. A i d  a g e n c ie s  p re fe r  
to  r e p o r t  o n  t h e  effects o f p a s t  p r o g r a m s  t h a t  w ere s u c c e s s fu l. F o r  e x a m p le , t h e  
W o r ld  B a n k  (2 0 0 2 )  offers s ix  a id  s u c c e s s  s to r ie s : C h i n a ,  In d ia ,  M o z a m b iq u e , P o la n d ,  
U g a n d a , a n d  V ie t n a m .  T h i s  is  a  s o m e w h a t  s u r p r is in g  l is t ,  s in c e  C h i n a  a n d  I n d i a
3Source: Development Assistance Committee of the Organisation for Economic Co-operation 
and Development, Geographical Distribution of Financial Flows to Aid Recipients, Development 
Cooperation Report, and International Development Statistics database. Data are available online 
at: www. oecd.org/dac/stats/idsonline.
4The amount of official aid in 2000 was around $58 billion.
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re c e iv e  l it t le  a id  r e la t iv e  to  t h e ir  G D P 5 . P o la n d  a n d  V ie t n a m  w ere a ls o  b e lo w  a v e ra g e  
r e c ip ie n ts  o f fo re ig n  a id , w it h  p e r io d s  in  w h ic h  t h e y  h a v e  n o t  re c e iv e d  a n y  a id  a t  a ll.
A  s t u d y  b y  C le m e n s , R a d e le t  a n d  B h a v n a n i  (2 0 0 4 ), fo r e x a m p le , e x a m in e  v a r io u s  
a id  flo w s a n d  f in d  a  s tr o n g  p o s it iv e  a n d  c a u s a l  effect o f e a r ly  im p a c t  a id  o n  e c o n o m ic  
g ro w th  a n d  th e  r e s u lts  sh o w  t h e  e v id e n c e  o f d im in is h in g  r e tu r n s . T h e i r  r e s u lts  d o  
n o t  im p ly  t h a t  a id  is  a lw a y s  e ffe c tiv e , b u t  o n  a v e ra g e  g r o w t h -o r ie n t e d  a id  h a s  h a d  
a  p o s it iv e  a n d  s ig n if ic a n t  im p a c t  o n  g ro w th  a n d  d e v e lo p m e n t. I n  c o n t r a s t ,  t h e y  
c o n c lu d e  t h a t  a id  for e m e rg e n c ie s  h a s  a  n e g a t iv e  r e la t io n s h ip  w it h  g ro w th .
S a c h s  ( 2 0 0 3 ) ,  S t ig lit z  (2 0 0 2 )  a n d  S t e r n  (2 0 0 2 )  a rg u e  t h a t  e v e n  if  fo re ig n  a id  is  n o t  
t o t a l ly  e ffe ctiv e  a n d  d id  n o t  d e liv e r  t h e  d e s ir e d  r e s u lts , o v e r a ll it  s u p p o r t s  w o rld w id e  
p o v e r t y  r e d u c t io n  a n d  e c o n o m ic  g ro w th . T h u s ,  th e  a m o u n t  o f fo re ig n  a id  s h o u ld  b e  
in c r e a s e d , n o t  r e d u c e d 6. A c c o r d in g  to  th e s e  a u t h o r s , a id  in e ffe c tiv e n e s s  is  d u e  to  
d o n o r m a lp r a c t ic e s , n a m e ly  t h e  f a c t  t h a t  it  is  c h a n n e lle d  to  p o l it ic a l  a llie s  r a t h e r  
t h a n  to  s u p p o r t  e c o n o m ic  g ro w th  a n d  d e v e lo p m e n t. S u c c e s s f u l c a s e s  l ik e  B o ts w a n a ,  
In d o n e s ia , K o r e a ,  T a n z a n i a  a m o n g  o th e r s  a re  o fte n  p o in t e d  o u t , in  p a r t ic u la r  th e  
f a ll in  p o v e r t y  in d ic a t o r s ,  w h ile  e d u c a t io n  a n d  h e a lt h  le v e ls  h a v e  r is e n  fa s te r  t h a n  it  
w o u ld  b e  w it h o u t  a id . F u r t h e r m o r e , s u p p o r t e r s  stre s s  t h a t  th e  effects o f a id  a re  n o t  
im m e d ia t e , o n ly  o c c u r r in g  w it h  a  s ig n if ic a n t  la g .
O n  th e  o th e r  h a n d , m a n y  c r it ic s  s u c h  a s  F r ie d m a n  ( 1 9 5 8 ) ,  B a u e r  ( 1 9 7 2 )  a n d  
E a s t e r ly  ( 2 0 0 1 )  a rg u e  t h a t  a id  h a s  e n la r g e d  g o v e rn m e n t b u r e a u c r a c ie s , p e r p e t u a t e d  
b a d  g o v e rn m e n ts , e n r ic h e d  t h e  e lite  i n  p o o r  c o u n t r ie s  a n d  h a s  b e e n  w a s te fu l. A s  a n  
e x a m p le  o f p o t e n t ia l  n e g a t iv e  e ffe cts o f a id , E a s t e r ly  ( 2 0 0 1 )  a rg u e s  t h a t  a n  in c r e a s e  
in  t h e  a m o u n t  o f fo o d  a id  in  a  c o u n t r y  d r iv e s  t h e  p r ic e s  o f lo c a l  fa r m e r s  d o w n  a n d  
d is c o u r a g e s  t h e m  fro m  p r o d u c in g  c ro p s . E v id e n c e  o f t h is  c o u ld  b e  se e n  in  B u r k in a  
F a s o , G h a n a ,  M a la w i, S e n e g a l, S r i  L a n k a ,  T o g o  a n d  U g a n d a .
M o re o v e r, fo re ig n  a id  m a y  e n c o u r a g e  r e c e iv in g  c o u n tr ie s  to  b e  m o re  d e p e n d e n t  
o n  fo re ig n  a s s is ta n c e  a n d , in s t e a d  o f  c r e a t in g  fa v o u r a b le  e c o n o m ic  e n v ir o n m e n t , g o v ­
50.4% and 0.7% of GDP respectively in the 80s and 90s, World Bank study.
6If all foreign aid given since 1950 had been invested in US Treasury Bills, the cumulative assets 
of poor countries by 2001 would have amounted to $2.3 trillion.
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e r n m e n ts  a p p e a l for fo re ig n  a id . A n o t h e r  s id e -e ffe c t  o f fo re ig n  a id  is  th e  b u r e a u c r a c y  
o f it s  im p le m e n t a t io n . T h e  p r o b le m  o f b u r e a u c r a c y  in  fo re ig n  a id  is  d is c u s s e d  in  a  
p a p e r  b y  E a s t e r ly  (2 0 0 2 ) . T h i s  a u t h o r  a rg u e s  t h a t  b u r e a u c r a c y  w o rk s  b e s t  w h e n  it  
f u n c t io n s  a lm o s t  lik e  a  free m a r k e t  a n d  if  p o o r  c o u n tr ie s  a re  p o o r  b e c a u s e  o f  b a d  
g o v e rn m e n t, t h e n  b u r e a u c r a t ic  effo rt in  th o s e  c o u n tr ie s  is  le ss l ik e ly  to  b e  e ffe ctiv e  
to  th e  w o r ld ’s p o o r  n a t io n s  t h a n  in  d e v e lo p e d  e c o n o m ie s. E a s t e r ly  (2 0 0 2 )  p o in t s  
o u t  t h a t  t h e  in d u s t r ia l  s t r u c t u r e  o f fo re ig n  a id  l im it s  c o m p e t it iv e  p r e s s u r e  o n  a id  
a g e n c ie s , w h o  m a k e  u p  a  ‘c a r t e l  o f g o o d  in t e n t io n s ’ . T h e r e  w ere  s e v e ra l a t t e m p t s  
to  c h a n g e  t h e  s t r u c t u r e  o f fo r e ig n  a id , a lt h o u g h  t h e  b u r e a u c r a t ic  c h a r a c t e r is t ic s  of  
fo re ig n  a id  s t a y e d  th e  s a m e  t h r o u g h o u t  it s  f ift y  y e a r s  e x is te n c e .
E a s t e r ly  (2 0 0 2 )  su g g e s ts  t h a t ,  g iv e n  t h a t  t h e  b u r e a u c r a t ic  w a y  o f  p r o v id in g  fo r­
e ig n  a id  h a d  b e e n  u n s u c c e s s fu l, t h e  p o s s ib i l i t y  o f n o n -b u r e a u c r a t ic  c h a n n e ls  o f a id  
d e liv e r y  s h o u ld  b e  c o n s id e r e d  -  fo r e x a m p le  c a s h  g r a n ts , v o u c h e r s  fo r p u b lic  s e r v ic e s  
g iv e n  to  p o o r  c o m m u n it ie s ,  t r a n s f e r r in g  a id  fu n d s  t h r o u g h  N G O s ,  a n d  c o n t r a c t in g  
o u t  a id  s e r v ic e s  to  p r iv a t e  f irm s .
T h e  p r o c e s s  o f fo re ig n  a id  r e a c h in g  t h e  r e c ip ie n t  c o u n t r y  is  v e r y  lo n g  a n d  u n ­
p r e d ic t a b le  a n d , in  so m e  c a s e s , m a y  n o t  e v e n  re a c h  th e  d e s ig n a t e d  r e c ip ie n t , d u e  
to  th e  p o s s ib le  p r e s e n c e  o f c o r r u p t io n  in  a id  r e c e iv in g  n a t io n s . S e v e r a l s t u d ie s  c o n ­
c lu d e  t h a t  g ro w th  o f d e v e lo p in g  e c o n o m ie s  d e p e n d s  m a in ly  o n  t h e ir  o w n  e c o n o m ic  
b e h a v io u r  a n d  g ro w th  o f G D P  c a n  b e  a c h ie v e d  b y  c o rr e c t  c h o ic e  a n d  a p p lic a t io n  o f  
f is c a l,  m o n e t a r y  a n d  t r a d e  p o lic ie s  (for e x a m p le  B u r n s id e  a n d  D o lla r ,  2 0 0 0 ). N e v ­
e rth e le s s , c o r r u p t io n  m a y  h a v e  a  g lo b a l n e g a t iv e  effect o n  lo c a l  in s t it u t io n s ,  w h ic h  
a re  a n  e s s e n t ia l p a r t  for e c o n o m ic  g ro w th  in  a n y  c o u n try . C o r r u p t io n  le a d s  to  a n  
in c r e a s e  in  p o v e r t y  a n d  e n c o u r a g e s  in e ff ic ie n t  r e g u la t io n , w h ic h  in  t u r n  m a k e s  m a r ­
k e ts  le ss e ffic ie n t. T h e  e m p ir ic a l  e v id e n c e  o n  c o r r u p t io n , g ro w th  a n d  fo re ig n  a id  w ill  
b e  p r e s e n te d  in  t h e  L it e r a t u r e  r e v ie w  c h a p te r .
F u r t h e r m o r e , s e v e ra l e c o n o m is ts  a r g u e  t h a t  d e v e lo p e d  c o u n t r ie s  t e n d  to  o v e re s­
t im a t e  t h e  e ffe ctiv e n e ss  o f a id  a n d  d is r e g a r d  it s  n e g a tiv e  effects. L e v y  ( 1 9 8 7 ) ,  for  
e x a m p le , a rg u e s  t h a t  fo r e ig n  a id  p r o m o te s  t h e  d e c lin e  in  d o m e s t ic  s a v in g s  r a te , t h u s
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f in a n c in g  u n p r o d u c t iv e  in v e s t m e n t  b y  t h e  g o v e rn m e n t. T h i s  m a y  le a d  to  a n  a p p r e ­
c ia t io n  o f th e  r e a l e x c h a n g e  r a t e  w h ic h  d is c o u r a g e s  e x p o r ts , t h u s  e c h o in g  ‘D u t c h  
d is e a s e ’- t y p e  effects. T h i s  p h e n o m e n o n  im p lie s  th e  lo ss o f c o m p e t it iv e n e s s  in  t r a d e d  
g o o d s  a s a id  s p e n t  o n  d o m e s t ic  g o o d s  a n d  s e r v ic e s  c a u s e s  e x c e s s  d e m a n d  a n d  a p ­
p r e c ia t e s  t h e  r e a l e x c h a n g e  r a te . T h e  e m p ir ic a l  e v id e n c e  o n  t h e  D u t c h  d is e a s e  w il l  
b e  a n a ly s e d  in  C h a p t e r  4.
A s  a  r e s u lt  o f t h e  c r it ic is m s , ‘s e le c t iv it y ’ in  fo re ig n  a id  b e c o m e s  m o r e  fre q u e n t.  
O n e  o f  th e  re p o r ts  b y  th e  W o r ld  B a n k  (2 0 0 2 )  s ta te s  t h a t  o v e r a ll a id  a llo c a t io n  h a s  
s h if te d  in  fa v o u r  o f c o u n t r ie s  w it h  g o o d  p o lic ie s : “in  19 9 0 , c o u n t r ie s  w it h  b a d  p o lic ie s  
r e c e iv e d  $ 4 4  p e r  c a p it a ,  w h ile  th o s e  w it h  g o o d  p o lic ie s  . . .  r e c e iv e d  le ss : o n ly  $ 3 9  
p e r  c a p it a .  B y  t h e  la t e  19 9 0 s , t h e  s it u a t io n  w a s re v e rs e d : g o o d  p o lic y  c o u n tr ie s  
r e c e iv e d  $ 2 8  p e r  c a p it a  o r a lm o s t  tw ic e  a s  m u c h  a s th e  p o o r  p o l ic y  c o u n tr ie s  ( $ 1 6  
p e r  c a p it a ) ” .
A c c o r d in g  to  t h e  W o r ld  B a n k ,  th e r e  a re  6 1  lo w -in c o m e  c o u n t r ie s  in  t h e  w o rld  
(see  A p p e n d ix  A . 2 ) ,  b u t  a ll  o f  t h e m  h a v e  s u b s t a n t ia l  d iffe re n ce s in  G D P  p e r  c a p it a ,  
w h ic h  is  o n e  o f  t h e  m a in  in d ic a t o r s  o f e c o n o m ic  d e v e lo p m e n t. M o s t  o f t h e  lo w - 
in c o m e  c o u n tr ie s  a re  in  S u b -S a h a r a n  A f r ic a ,  t h a t  re q u ir e  th e  g r e a te s t  d e a l o f a id  in  
o rd e r to  e s c a p e  t h e  e x tr e m e  le v e ls  o f  p o v e r ty . F o r  th e s e  c o u n tr ie s , a id  is  c r u c ia l  a n d  
in  m o s t  c a s e s, th e  o n ly  v is ib le  s o lu t io n  to  f ig h t  s t a r v a t io n  a n d  d ise a se .
T h u s ,  th e r e  a re  s e v e ra l c a s e s  o f f a ilu r e s , b u t  a ls o  s e v e ra l s u c c e s s  s to rie s . A lo n g ­
s id e  m a n y  d is a p p o in t m e n t s , fo re ig n  a id  h a s  f in a n c e d  d e v e lo p m e n t p r o je c t s  a n d  p r o ­
g r a m m e s  t h a t  a c h ie v e d  h ig h  in t e r n a l  r a t e s  o f r e t u r n , in c lu d in g  sc h o o ls , c l in ic s ,  h e a lt h  
p o s ts , b r id g e s , r o a d s , m a n p o w e r  t r a in in g  p r o g r a m m e s , e tc .
D o e s  fo re ig n  a id  h e lp  to  p r o m o te  g ro w th  a n d  d e v e lo p m e n t?  T h e  b r ie f  d is c u s s io n  
a b o v e  in d ic a t e s  t h a t  f u r t h e r  r e s e a r c h  is  r e q u ir e d . In d e e d , t h e  d e b a te  su g g e s ts  t h a t  
th e r e  a re  s t i l l  m a n y  u n k n o w n  f a c to r s  t h a t  h a v e  a n  im p a c t  o n  a id  e ffe c tiv e n e ss. T h i s  
th e s is  c o n t r ib u te s  to  t h e  l it e r a t u r e  b y  a d d r e s s in g  th e  fo llo w in g  s p e c if ic  q u e s tio n s :  
W h a t  a re  t h e  m a in  m o t iv e s  o f d o n o r  g o v e rn m e n ts  in  th e  p r o v is io n  o f fo re ig n  a id ?  Is  
fo r e ig n  a id  t h e  m a in  d r iv e r  o f s t r u c t u r a l  t r a n s f o r m a t io n  o r a re  th e r e  s ig n s  o f ‘D u t c h
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d is e a s e ’ e ffects in  it s  p r o v is io n ?  C a n  t h e  in e ffe c tiv e n e s s  in  fo re ig n  a id  b e  th e  r e s u lt  
o f c o r r u p t io n  b e in g  p re se n t in  t h e  r e c ip ie n t  c o u n t r ie s ?  T h i s  t h e s is  w il l  a t t e m p t  to  
p r o v id e  a  s a t is f a c t o r y  a n d  as f u ll  a n  a n s w e r a s  p o s s ib le  to  e a c h  o f th e  a b o v e  q u e s tio n s .
F i r s t ,  c h a p te r  2 s u r v e y s  th e  t h e o r e t ic a l l it e r a t u r e  o n  g ro w th  t h a t  is  a d d re s s e d  in  
t h is  th e s is . T h e n ,  in  c h a p te r  3 , t h e  r e s u lt s  i n  th e  s e m in a l p a p e r  o f L e v y  ( 1 9 8 7 )  a re  
r e -e x a m in e d , u s in g  a n  u p d a t e d  d a t a s e t  a n d  p a n e l d a t a  m e th o d s . I n  c h a p te r  4, th e  
t h e o r y  o n  ‘D u t c h  d is e a s e ’ a n d  s t r u c t u r a l  t r a n s f o r m a t io n  m a y  im p ly  th e  p re s e n c e  of  
‘D u t c h  d is e a s e ’ w h e n  a  c o u n t r y  re c e iv e s  fo re ig n  a id . T h i s  c h a p te r  a s k s  th e  q u e s tio n :  
Is  fo r e ig n  a id  a  d r iv e r  for s t r u c t u r a l  t r a n s f o r m a t io n  o r ‘D u t c h  d is e a s e ’ ?  A n  a n a ly s is  
o f c h a n g e s  in  t h e  a g r ic u lt u r a l  s e c to r  w e re  c h a lle n g e d  in  t h is  c h a p te r . P a n e l  d a t a  
e s t im a t io n  for s e v e r a l g ro u p s  o f c o u n t r ie s  a re  o b t a in e d  a n d  a n a ly s e d . C h a p t e r  5  
lo o k s  a t  th e  effect o f a id  fro m  t h e  d o n o r  p o in t  o f v ie w . T h e  o b je c t iv e  o f t h is  c h a p te r  
is  to  u n d e r s t a n d  th e  m a in  m o t iv a t io n s  o f  d o n o r s  a n d  m o re  p r e c is e ly  d o n o rs  fro m  
th e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C )  to w a r d s  t h e  m a in  o b je c t iv e s  b e h in d  
a id  p r o v is io n . C h a p t e r  6 s t u d ie s  t h e  effect o f c o r r u p t io n  a n d  a id  o n  g ro w th  a n d  
d e v e lo p m e n t  in  p o o r  c o u n tr ie s . T h i s  s e c t io n  p re s e n ts  e m p ir ic a l  r e s u lts  o n  a  p a n e l  
a n d  o n  a  c r o s s -s e c t io n  o f c o u n tr ie s  to  m e a s u r e  th e  effect o f a id ,  c o n t r o llin g  for th e  
p r e s e n c e  o f d iffe re n t d e g re e s o f c o r r u p t io n . C h a p t e r  7  d is c u s s e s  t h e  o v e r a ll r e s u lts  
o f t h is  t h e s is . T h e  l im it a t io n s  a n d  p r o b le m s  o f t h is  th e s is  a re  a c k n o w le d g e d  a t  th e  
e n d  o f th e  la s t  c h a p te r .
T h e  im p le m e n t a t io n  o f t h e  a b o v e  c h a p te r s  in v o lv e  th e  c o lle c t io n  o f a  v a r ie t y  o f  
d a t a  fro m  s e v e ra l d a t a  s o u r c e s , w h ic h  a re  c it e d  in  th e  t e x t .  H o w e v e r , d a t a  for so m e  
c o u n t r ie s  a n d  p e r io d s  w a s u n a v a ila b le  o r w a s  o f  p o o r  q u a lit y . T h i s  is s u e  c r e a te d  th e  
m a in  p o t e n t ia l w e a k n e s s  o f t h is  t h e s is . T h e r e  a re  s e v e ra l o th e r  l im it a t io n s  to  t h is  
th e s is  a n d  t h e y  a re  m o r e  c h a p te r  s p e c if ic .
I n  c h a p te r  5 , th e  l im it a t io n  is  b a s e d  o n  t h e  d e f in it io n  of ‘n e e d ’ v a r ia b le . C h a p t e r  
6 ’s l im it a t io n  is  t h e  m e a s u r e m e n t  a n d  a v a i la b il i t y  o f  t h e  ‘c o r r u p t io n ’ v a r ia b le . T h i s  is  
d if f ic u lt  to  o b t a in , so  a  p r o x y  for t h is  v a r ia b le  b a s e d  o n  th e  p e r c e p t io n s  a n d  o p in io n s  
o f p e o p le  i n  th e  c o u n t r y  in  q u e s t io n  is  u s e d  in s t e a d .
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M o re o v e r, t h e  p r o b le m  o f d a t a  u n a v a ila b il it y  le d  to  th e  e x c lu s io n  o f m a n y  c o u n ­
tr ie s . I n  c o m p a r is o n  to  re c e n t  e m p ir ic a l  a n a ly s is ,  t h is  th e s is  e x p a n d s  th e  a n a ly s is  
to  in c lu d e  as m a n y  c o u n t r ie s  a s p o s s ib le , a s w e ll a s h a v in g  s e p a r a t e  e s t im a t io n s  b y  
re g io n  or s p e c if ic  d e fin e d  g ro u p . F u r t h e r m o r e , t h is  th e s is  e v a lu a te s  w h e th e r  d o n o r  
g o v e rn m e n ts  p r o v id e  m o r e  fo re ig n  a id  to  c o u n tr ie s  w h e re  t h e y  h a v e  m o re  p o w e r  
( ‘r e p u t a t io n  e ffe ct’).
I n  t h e  n e x t  c h a p te r  ‘L it e r a t u r e  r e v ie w ’ , I  d is c u s s  a n d  s u m m a r is e  th e  e m p ir ic a l  
l it e r a t u r e  a n d  t h e o r y  o n  fo re ig n  a id  a n d  g ro w th , a s w e ll a s , b r ie fly , t h e  e m p ir ic a l  
s t u d ie s  o n  ‘D u t c h  d is e a s e ’ , s t r u c t u r a l  t r a n s f o r m a t io n , c o r r u p t io n  a n d  th e  ro le  o f  
d o n o rs  a n d  r e c ip ie n ts  011 th e  e ff ic ie n c y  o f  fo re ig n  a id . A l l  th e  e m p ir ic a l  s t u d ie s  for  
s p e c if ic  t o p ic  a re  a n a ly s e d  a t  t h e  b e g in n in g  o f e a c h  c h a p te r  s e p a r a te ly .
CHAPTER 2
Literature Review
2.1 Introduction
I n  re c e n t y e a r s , th e  p r o c e s s  o f g lo b a lis a t io n 1 h a s  t a k e n  c e n tre  s ta g e  in  t h e  d e b a te  
a b o u t  e c o n o m ic  g ro w th . H o w e v e r, m o s t  o f  th e  d e v e lo p in g  c o u n t r ie s  d o  n o t  se e m  to  
h a v e  b e n e fite d  m u c h  fro m  it ,  e v e n  t h o u g h  th e r e  a re  ‘s u c c e s s  s t o r ie s ’ (for e x a m p le  
I n d ia ) .  F o r e ig n  a id  h a s  a ls o  b e c o m e  in c r e a s in g ly  im p o r t a n t  fo r m a n y  d e v e lo p in g  
c o u n t r ie s , e v e n  fo r d e v e lo p e d  o n e s to o . M o r e  a n d  m o re  c o u n t r ie s  r e q u ir e  h e lp  fro m  
fo re ig n  d o n o rs  a n d  so m e  o f t h e m  h a v e  b e c o m e  h e a v i ly  d e p e n d e n t  o n  th e s e  in flo w s for  
t h e ir  e c o n o m ic  d e v e lo p m e n t. N e v e r th e le s s , a id  c a n  b e  a  d is a d v a n t a g e  in  so m e  c ir ­
c u m s t a n c e s . F o r  e x a m p le , i t  c a n  b e  w a s te d  o n  u n p r o d u c t iv e  a c t iv it ie s  (e .g . b e c a u s e  
o f c o r r u p t io n )  a n d  n o t  b e  u s e d  a s  in te n d e d  i.e . fo r in v e s t m e n t  in  in f r a s t r u c t u r e ,  
e d u c a t io n  a n d  h e a lt h . I n  a d d it io n ,  th e r e  c o u ld  b e  u n d e s ir a b le  s id e -e ffe c ts  s u c h  as  
‘D u t c h  d is e a s e ’ .
T h e  e ffe c tiv e n e ss o f fo re ig n  a id  d e p e n d s  u p o n  se v e ra l f a c to r s , o n e  o f w h ic h  is
xThe integration of national economies within an ever more open economic system where labour, 
goods, services, capital and information flow more freely and more quickly across countries.
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th e  m a c r o e c o n o m ic  s t a b i l i t y  o f t h e  c o u n tr y . F o r  fo re ig n  a id  to  b e  m o r e  e ffe ctiv e , 
i t  h a s  to  b e  s u p p o r t e d  b y  a n  a p p r o p r ia t e  a n d  s t a b le  e n v ir o n m e n t . F o r e ig n  a id  
h a s  a  p o s it iv e  effect o n  d e v e lo p in g  c o u n t r ie s  o n ly  w it h  a p p r o p r ia t e  a p p lic a t io n  o f  
f is c a l,  m o n e t a r y  a n d  t r a d e  p o lic ie s  t h a t  p r o m o te  th e  e ffic ie n t a n d  re a s o n a b le  u s e  of  
re s o u rc e s ; o th e r w is e  a id  is  c o u n t e r p r o d u c t iv e  ( B u r n s id e  a n d  D o lla r ,  2 0 0 0 ).
T h e  flo w s o f fo re ig n  a id  a re  m a in ly  d e c id e d  b y  d o n o r  c o u n tr ie s . T h e  m o t iv a t io n s  
o f fo re ig n  a id  d o n o rs  v a r y  w id e ly  a n d  in c lu d e  s e v e r a l f a c to r s  t h a t  a re  n o t  r e la t e d  to  
p o v e r t y  a lle v ia t io n  a n d  g ro w th , fo r e x a m p le  c o lo n ia l p a s t ,  o r p o l it ic a l  p o w er. A s  a  
r e s u lt  o f  th e s e  m ix e d  o b je c t iv e s  fro m  d o n o rs  a n d  p r e v a le n c e  o f p o o r  g o v e rn a n c e  in  
d e v e lo p in g  c o u n tr ie s , q u e s t io n s  a b o u t  fo re ig n  a id  e ffe ctiv e n e ss  a re  r a is e d .
T h e  p u r p o s e  o f t h is  c h a p te r  o f  t h e  t h e s is  is  to  s u m m a r is e  t h e  e m p ir ic a l  re s e a r c h  
a n d  t h e  c o r r e s p o n d in g  t h e o r y  in  t h e  a r e a s  o f g ro w th  a n d  fo re ig n  a id . A ls o ,  t h is  
a n a ly s is  w ill  b e  a  g o o d  b a c k g r o u n d  fo r t h e  e m p ir ic a l  l it e r a t u r e  o n  ‘D u t c h  d is e a s e ’2 , 
s t r u c t u r a l  t r a n s f o r m a t io n  a n d  c o r r u p t io n , t h a t  a re  a n a ly s e d  in  t h e  fo llo w in g  c h a p ­
te rs . T h e  l it e r a t u r e  o n  th e  a b o v e  t o p ic s  a s  a  w h o le  p r o v id e s  a  g o o d  b a c k g r o u n d  o n  
t h e  a re a s  o f re s e a r c h  t h a t  I  in v e s t ig a te  in  m y  th e s is . T h e s e  a re a s  a re  c lo s e ly  r e la t e d  
a n d  a ffe ct fo re ig n  a id  fro m  tw o  d iffe re n t p e r s p e c t iv e s , o n e  fro m  t h e  p o in t  o f v ie w  o f  
t h e  r e c e iv in g  c o u n t r y  a n d  t h e  o th e r , f ro m  t h e  d o n o r  s id e .
T h e  s t r u c t u r e  o f t h is  c h a p te r  is  a s  fo llo w s. T h e  s e c o n d  s e c t io n  c o m p a r e s  fo re ig n  
a id  w it h  o th e r  in t e r n a t io n a l flo w s. T h e s e  flo w s a re  fo re ig n  d ir e c t  in v e s t m e n t  ( F D I ) ,  
r e m it t a n c e s  a n d  t r a d e . E a c h  o f  th e s e  in t e r n a t io n a l  flo w s a re  c o m p a r e d  w it h  fo re ig n  
a id  a n d  a n a ly s e d  in  t h e  c o n te x t  o f t h e ir  e v o lu t io n  o v e r t im e . T h e  t h ir d  s e c t io n  
a n a ly s e s  t h e  t h e o r y  a n d  th e  e m p ir ic a l  l it e r a t u r e  o n  th e  r e la t io n s h ip  b e tw e e n  g ro w th  
a n d  fo r e ig n  a id . T h e  s e c t io n  b e g in s  w it h  t h e  b a s e lin e  g ro w th  m o d e l a n d  la t e r  o n  
p r e s e n ts  e m p ir ic a l  s t u d ie s  o n  g ro w th . T h e  e m p ir ic a l  s t u d ie s  a re  d iv id e d  in to  tw o  
g ro u p s : p a n e l s t u d ie s  a n d  c r o s s -s e c t io n a l s t u d ie s . T h e s e  a re  t h e  tw o  m a in  m e th o d ­
2‘Dutch disease’ as an economic concept that explains the deindustrialisation of an economy as 
a result of the natural resource discovery and a decline in the manufacturing sector. For the first 
time, ‘Dutch disease’ occurred in Holland with the exploitation of North Sea Oil, which raised the 
value of the Dutch currency while making its exports uncompetitive and causing its industry to 
decline.
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o lo g ie s  t h a t  a re  a p p lie d  to  in v e s t ig a te  g ro w th  in  d e v e lo p in g  c o u n tr ie s  a fte r t h e  S o lo w  
g ro w th  m o d e l w a s  d e v e lo p e d . T h e s e  s t u d ie s  a re  to  so m e  e x te n t  a n  e x te n s io n  o f th e  
n e o c la s s ic a l g ro w th  m o d e l.
T h i s  t h e s is  is  s t r u c t u r e d  in  t h is  m a n n e r  to  t r y  to  a c c o m m o d a te  v a r io u s  f a c to r s  
t h a t  m ig h t  a ffect fo re ig n  a id ,  t h u s  a llo w in g  to  in v e s t ig a te  it s  effect o n  d e v e lo p in g  
c o u n t r ie s , t a k in g  in t o  a c c o u n t  a  r e c ip ie n t  a n d  a  d o n o r.
2.2 Foreign A id and International Flows
A s  d is c u s s e d  in  th e  p r e v io u s  c h a p te r , fo re ig n  a id  c a n  ta k e  v a r io u s  fo r m s , fo r e x a m p le  
g ift  a id , d ir e c t  fo re ig n  a id  a n d  h u m a n it a r ia n  a id . F o r e ig n  a id  a p p e a r s  in  t h e  c u r ­
re n t  a c c o u n t  o f t h e  b a la n c e  o f p a y m e n ts  ( B o P )  u n d e r  c u r r e n t  ( u n ila t e r a l)  t r a n s fe r s .  
G iv e n  d o u b le -e n t r y  b o o k k e e p in g  in  th e  B o P ,  a l l  in s t a n c e s  o f p r o v is io n  o f a  r e a l o r  
f in a n c ia l  re s o u rc e  fro m  a  d o n o r  to  a  r e c ip ie n t  c o u n t r y  n e e d  to  b e  offset b y  c o rre ­
s p o n d in g  e n tr ie s . I f  th e s e  e n tr ie s  d o  n o t  c o n s is t  o f th e  p r o v is io n  o f a  r e a l o r f in a n c ia l  
re s o u rc e  ( i.e . if  t h e  r e c ip ie n t  e c o n o m y  d o e s n o t  ‘p a y ’ fo r th e  g ift  o r o th e r  a id )  t h e n  
t h e  offset e n tr ie s  a re  d e s ig n a te d  a s  transfers. I t  n e e d s to  b e  n o te d  t h a t  th e s e  a re  
c u r r e n t  a n d  n o t  c a p it a l  a c c o u n t  t r a n s f e r s  a s  “c u r r e n t  tr a n s f e r s  r e d u c e  th e  in c o m e  
a n d  c o n s u m p t io n  p o s s ib ilit ie s  o f t h e  d o n o r  a n d  in c r e a s e  t h e  in c o m e  a n d  c o n s u m p t io n  
p o s s ib ilit ie s  o f th e  r e c ip ie n t ” (see  p a r a g r a p h  2 9 6  o f th e  B o P  m a n u a l  o f th e  I M F ,  5 t h  
e d it io n )  in  c o n t r a s t  to  c a p it a l  t r a n s fe r s , w h ic h  h a v e  d iffe re n t c h a r a c t e r is t ic s .
T h e r e  a re  v a r io u s  in t e r n a t io n a l flo w s o f f u n d s  b e tw e e n  c o u n t r ie s , g ro w in g  v e r y  
r a p id ly  o v e r t im e , see T a b le  2 . 1 .  T h e s e  flo w s a re  fo re ig n  a id , fo re ig n  d ir e c t  in v e s t ­
m e n t , t r a d e  a n d  r e m it t a n c e s . F o r e ig n  a id , a s  se e n  in  th e  t a b le 3 , h a s  th e  s m a lle s t  
p r o p o r t io n  o f t o t a l  in t e r n a t io n a l flo w s. N e v e r th e le s s  it  g re w  s ig n if ic a n t ly  o ve r th e  
p a s t  few  d e ca d e s .
3Table 2.1 reports different types of international flows. The comparison is made between the 
amount of foreign aid and other international flows of funds at a given time. All data is in current 
US$, as there is no data available in constant US$, so the effect of inflation is not taken into 
account. However, it does not prevent us to make the comparison between various flows of funds 
at a given year.
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T h e  v o lu m e  o f  fo re ig n  a id  flo w s to  d e v e lo p in g  c o u n tr ie s  in  c o m p a r is o n  w it h  fo r­
e ig n  t r a d e , fo re ig n  d ir e c t  in v e s t m e n t  ( F D I )  a n d  r e m it t a n c e s  is  s ig n if ic a n t ly  lo w er. 
T h e  v o lu m e  o f fo re ig n  a id  in  2 0 0 7  w a s  U S $ 1 0 5  b i l l io n 4, w h ic h  is  lo w e r t h a n  t h e  v o l­
u m e  o f r e m it t a n c e s  o r F D I  o r t r a d e . F D I  w a s  a r o u n d  U S $ 2  t r i l l io n ,  m u c h  la r g e r  t h a n  
fo re ig n  a id  le v e ls , w h ic h  o n  a v e ra g e  o v e r th e  p a s t  d e c a d e  r e m a in e d  a r o u n d  U S $ 5 5  
b il l io n  p e r  y e a r , w h ile  th e  le v e l o f  fo re ig n  in v e s t m e n t  w a s  a r o u n d  U S $ 3 0 0  b ill io n .
D e s p it e  so m e  p ro g re ss  in  a id  e ffe c tiv e n e ss  a n d  a n  a g re e d  r a t e  o f o ff ic ia l d e v e l­
o p m e n t a s s is ta n c e  ( O D A )  o f 0 . 7 %  o f  t h e ir  r e s p e c t iv e  G D P 5 , m a n y  o f  th e  d o n o r  
c o u n tr ie s  r e m a in  fa r  u n d e r  t h is  le v e l. T h e  s h a r e  o f  d o n o r c o u n t r ie s ’ b u d g e t s  d e ­
v o te d  to  fo re ig n  a id  h a s  d e c r e a s e d  d u r in g  t h e  la s t  few  d e c a d e s , fro m  0 . 3 5 %  to  0 . 2 5 %  
o f h ig h  in c o m e  c o u n t r ie s ’ G D P .  O n l y  f iv e  c o u n t r ie s  ( D e n m a r k ,  L u x e m b o u r g , th e  
N e t h e r la n d s , N o r w a y  a n d  S w e d e n ) o f t h e  tw e n ty  tw o h ig h  in c o m e  c o u n tr ie s  o f th e  
O E C D ’s D A C 6 in  2 0 0 4  h a v e  im p le m e n te d  t h e  g o a l o f in c r e a s in g  fo re ig n  a id 7 .
G r o w t h  t h e o r y  su g g e s ts  t h a t  fo r e ig n  a id  s h o u ld  b e  c h a n n e lle d  to  in c r e a s e  te c h ­
n o lo g y  t r a n s f e r  a n d  to  im p r o v e  t h e  s t o c k  o f  h u m a n  c a p it a l,  t h r o u g h  a n  in c r e a s e  in  
t h e  le v e l o f e d u c a t io n  a n d  h e a lt h . O n ly  t h e n  a id  e ffic ie n c y  c a n  b e  a c h ie v e d . E m ­
p ir ic a l  e v id e n c e  su g g e s ts  t h a t  th e r e  is  a  s tr o n g  r e la t io n s h ip  b e tw e e n  t h e  o p e n n e s s  o f  
t h e  e c o n o m y  a n d  e c o n o m ic  d e v e lo p m e n t, im p ly in g  t h a t  l ib e r a lis a t io n  in  t h e  fo rm  o f  
o p e n  t r a d in g  r e la t io n s h ip s  h a s  a  p o s it iv e  lo n g -r u n  effect o n  e c o n o m ic  g ro w th  (S a c h s  
a n d  W a r n e r , 1 9 9 7 ) .
E v e n  t h o u g h  flow s o f c a p it a l  c a n  a ls o  b e  s u b s t a n t ia l  ( e s p e c ia lly  in  d e v e lo p e d  or  
r a p id ly  d e v e lo p in g  e m e rg in g  e c o n o m ie s )  it  is  f a ir  to  s a y  t h a t  t h e  b ig g e s t  c o m p o n e n t  
o f in t e r n a t io n a l flow s o f fu n d s  is  t r a d e . F o r e ig n  t r a d e  flow s o f d e v e lo p in g  c o u n tr ie s  
a re  s ig n if ic a n t ly  g re a te r  t h a n  in flo w s o f F D I :  fo re ig n  d ir e c t  in v e s t m e n t  is  o n ly  a p ­
p r o x im a t e ly  1 2 %  t h e  s iz e  o f  t o t a l  e x p o r t s . F o r e ig n  a id  a n d  r e m it t a n c e s  a re  a ls o  a  
r e la t iv e ly  s m a ll  p r o p o r t io n  o f t r a d e  flo w s. F o r  lo w -in c o m e  c o u n t r ie s , fo re ig n  a id  is
4All data is from World Bank’s World Development Indicators, unless indicated otherwise.
5G8 Summit, LAquila, Italy, July 2009.
6The Development Assistance Committee.
7Data is taken from www.oecd.org/dac/stats.
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a p p r o x im a t e ly  a  q u a r t e r  o f t h e  v a lu e  o f t h e ir  e x p o rts .
T h e r e  is  a  c o r r e la t io n  b e tw e e n  fo re ig n  a id  a n d  t r a d e  flow s. T h i s  r e la t io n s h ip  h a s  
a  b i -d ir e c t io n a l  c a u s a lit y ,  in  a  w a y  t h a t  t r a d e  c a n  le a d  to  h ig h e r  le v e l o f  fo re ig n  a id  
a n d  fo re ig n  a id  c a n  c re a te  t r a d e . F o r e ig n  t r a d e  a ffe cts g ro w th , w h e re  a n  in c r e a s e  
in  fo re ig n  t r a d e  c a n  h e lp  d e c r e a s e  p o v e r t y  t h r o u g h  th e  c r e a t io n  o f n e w  jo b s ,  b y  
in c r e a s in g  c o m p e t it io n , o r b y  im p r o v e m e n ts  in  e d u c a t io n , h e a lt h  a n d  te c h n o lo g y .  
A l l  th e s e  a s p e c ts  c re a te  a  f a v o u r a b le  e n v ir o n m e n t  for c o u n t r ie s ’ f u t u r e  g ro w th . A ls o ,  
a  h ig h e r  a m o u n t  o f  fo re ig n  a id  c re a te s  g r e a te r  p o s s ib ilit ie s  to  p u r c h a s e  g o o d s , h e n c e  
th e  t r a d e  flo w  in c re a s e s .
F o r e ig n  a id , a s  w e ll a s  t r a d e , c r e a te s  a  l in k  b e tw e e n  a  d o n o r  a n d  a  p a r t ic u la r  
r e c ip ie n t . T h e  m o s t  o b v io u s  e x a m p le  is  tied aid, w h ic h  c a n  b e  ‘f o r m a l’ a n d  ‘in f o r m a l’ . 
A n o t h e r  l in k  b e tw e e n  fo re ig n  a id  a n d  t r a d e  is  t h a t  th e  fo rm e r c a n  c re a te  th e  la t t e r .  
F o r e ig n  a id  c o n t r ib u te s  to  t h e  e c o n o m ic  g ro w th  in  th e  r e c ip ie n t  c o u n tr y , w h ic h  in  
t u r n  c r e a te s  a n  in c r e a s e  in  d o n o r  e x p o r t s  to  t h e  re c ip ie n t . T h i s  t y p e  o f t r a d e  g iv e s  
a d v a n t a g e  to  th e  d o n o r  c o u n t r y  a n d  in c r e a s e s  th e  v a lu e  o f a id  flo w s to  th e  r e c ip ie n t  
c o u n tr ie s .
A n o t h e r  t y p e  o f in t e r n a t io n a l fu n d s  flo w  is  fo re ig n  d ir e c t  in v e s t m e n t  ( F D I ) .  I n  
a d d it io n  to  t r a d e , fo re ig n  a id  a n d  r e m it t a n c e s , F D I  m a y  p o t e n t ia l ly  h a v e  a n  im p a c t  
o n  g ro w th  a n d  in  t u r n  o n  p o v e r t y  a lle v ia t io n .  I t  m a y  s u p p o r t  t h e  c r e a t io n  o f n e w  
jo b s ,  in c r e a s e s  c o m p e t it io n , im p r o v e s  e d u c a t io n  a n d  te c h n o lo g y  in  th e  c o u n t r y  o f  
in te r e s t . S in c e  t h e  b e g in n in g  o f 19 9 0 s , F D I  flo w s a p p e a r e d  to  b e  a n  im p o r t a n t  c h a n ­
n e l fo r d e v e lo p in g  c o u n tr ie s , s u r p a s s in g  fo re ig n  a id . H o w e v e r, c o u n t r ie s  t h a t  re c e iv e  
fo re ig n  a id  c a n  h a v e  h ig h e r  s u b s e q u e n t  flo w s o f F D I ,  e s p e c ia lly  in  c a s e s  o f g o o d  
g o v e rn a n c e  w it h  s u p p o r t iv e  e c o n o m ic  p o lic ie s  a n d  f in a n c ia l  m a r k e t  d e v e lo p m e n t.
F D I  flow s in c r e a s e d  m o r e  t h a n  s ix -f o ld  fro m  $ 5 3  b i ll io n  in  19 8 0  to  $ 1  t r i l l io n  in  
2 0 0 5  a n d  t h is  in c r e a s e  w as m o s t ly  d u e  to  I M F 8 a n d  th e  W o r ld  B a n k  lo a n  c o n d it io n s  
o b lig in g  d e v e lo p in g  c o u n t r ie s  to  o p e n  t h e ir  b o r d e r s  to  fo re ig n  in v e s t m e n t . I M F  a n d  
t h e  W o r ld  B a n k  fo rm e d  f a v o u r a b le  c o n d it io n s  to  c re a te  g ro w th  a n d  d e v e lo p m e n t.
international Monetary Fund.
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D u r in g  t h e  19 9 0 s , m o re  t h a n  7 0 %  o f g lo b a l F D I  w e n t to  th e  fo llo w in g  1 0  c o u n tr ie s :  
C h i n a ,  B r a z i l ,  M e x ic o , A r g e n t in a ,  P o la n d ,  C h i l i ,  M a la y s ia ,  V e n e z u e la , R u s s ia n  F e d ­
e r a t io n  a n d  T h a i l a n d ,  w h ile  th e  s h a r e  o f F D I  flow s to  lo w -in c o m e  c o u n t r ie s  w a s  le ss  
t h a n  1 % .
I n  c o n t r a s t  to  F D I ,  fo re ig n  a id  is  a  h is t o r ic a l ly  m o re  re c e n t  flow . F o r e ig n  a id  
in c r e a s e d  s lo w ly  fro m  t h e  19 6 0 s , h o w e v e r b e tw e e n  19 8 0 s  a n d  2 0 0 0  fo re ig n  a id  flow s  
d e c r e a s e d  fro m  0 . 3 1 %  o f G N I  in  19 8 0  to  0 . 1 8 %  o f  G N I  in  2 0 0 0 . I n  c o m p a r is o n , F D I  
flo w s in c r e a s e d  s ig n if ic a n t ly  b e tw e e n  19 8 0 s  a n d  2 0 0 0  fro m  0 . 5 4 %  o f  G N I  in  1 9 8 0  to  
4 . 8 4 %  o f G N I  in  2 0 0 0 .
T h e  f o u r t h  flow  o f f u n d s  fro m  d e v e lo p e d  to  d e v e lo p in g  c o u n t r ie s  is  r e m it t a n c e s .  
R e m it t a n c e s  a re  th e  p o r t io n  o f m ig r a n t  w o r k e r s ’ e a r n in g s  se n t h o m e  to  t h e ir  f a m i­
lie s . M o s t  o f  th e  r e m it t a n c e s  se n t h o m e  go to  r u r a l  a re a s , a s th e r e  is  m o re  p o v e r t y  in  
c o m p a r is o n  w it h  c it ie s . T h e  m a in  b e n e fit  o f  r e m it t a n c e s  is  to  d e c re a s e  p o v e r t y  le v e ls  
in  d e v e lo p in g  c o u n tr ie s ; n e v e rth e le s s  th e r e  is  t h e  p o t e n t ia l fo r im p a c t  o n  g ro w th  a n d  
fo re ig n  in v e s tm e n t . R e m it t a n c e s  m a y  h a v e  a n  im p a c t  o n  g ro w th  t h r o u g h  t h e  p o t e n ­
t ia l  in c r e a s e  in  th e  le v e l o f in v e s t m e n t s . T h i s  c a n  b e  a c h ie v e d  b y  s a v in g  a n d  t h e n  
in v e s t in g  so m e  p a r t  o f t h e  r e m it t a n c e s , w h ile  th e  re st  is  a v a ila b le  fo r c o n s u m p t io n .  
C o n s u m p t io n , to g e th e r  w it h  in v e s t m e n t  in  h e a lt h  a n d  e d u c a t io n , c o r r e s p o n d s  to  
8 0 - 9 0 %  o f r e m it t a n c e  s p e n d in g 9. A s  t h e  le v e l o f  m ig r a t io n  r is e s , t h e  c o r r e s p o n d in g  
le v e l o f r e m it t a n c e s  in c re a s e s . T h e  a m o u n t  o f r e m it t a n c e s  flo w s is  a lm o s t  tw ic e  a s  
b ig  a s in t e r n a t io n a l fo re ig n  a id  flo w s. T h e  a m o u n t  o f r e m it t a n c e s  re c e iv e d  in  2 0 0 5  
w a s 2 7 1 $  b i ll io n ,  w h ile  t h e  a m o u n t  o f fo re ig n  a id  w a s  a r o u n d  1 0 8 $  b ill io n .
I t  is  im p o r t a n t  to  n o te  t h a t  th e  v o lu m e  o f r e m it t a n c e s  is  d if f ic u lt  to  m e a s u r e  
a n d  t h e  t r a n s a c t io n  c o s ts  a re  s t i l l  h ig h . T h e  m a in  re a s o n  fo r th e s e  d iff ic u lt ie s  in  
m e a s u r e m e n ts  a re  r e la t e d  to  u n r e c o r d e d  t r a n s a c t io n s ,  fo r e x a m p le  w h e n  a  t r a n s f e r  is  
m a d e  in  c a s h  fro m  p e r s o n  to  p e r s o n . R e c e n t ly ,  a  d e cre a s e  in  t h e  c o st  o f r e m it t a n c e  
t r a n s f e r s  h a s  b e e n  o b s e rv e d , b u t  i t  is  s t i l l  h ig h  a n d  v a r ie s  g r e a t ly  fro m  re g io n  to  
re g io n  d u e  to  in fo r m a lit y ,  m o n o p o lie s , r e g u la t io n s  a n d  v o lu m e  ( I F A D ,  2 0 0 6 ).
9The International Fund for Agricultural Development - IFAD, 2006.
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D u e  to  th e  in c r e a s in g  im p o r t a n c e  o f  fo re ig n  a id  a s a  p o t e n t ia l  d r iv e r  fo r d e v e l­
o p m e n t, a s w e ll a s th e  s e n s it iv it y  o f  t h is  is s u e  fo r th e  U n it e d  N a t io n s ,  d o n o r  a n d  
r e c ip ie n t  g o v e rn m e n ts , n o n -g o v e r n m e n ta l o r g a n is a t io n s  a n d  o th e r  p a r t ie s  p r o m o t in g  
e c o n o m ic  d e v e lo p m e n t, t h is  th e s is  c o n c e n t r a t e s  o n  th e  effects o f  fo re ig n  a id  a n d  e x ­
a m in e s  r e la t e d  is s u e s , s u c h  a s  c o r r u p t io n  a n d  th e  p o t e n t ia l  fo r o c c u r r e n c e  o f  ‘D u t c h  
d is e a s e ’ .
2.3 Foreign A id and Econom ic G rowth
T h e  im p a c t  o f fo re ig n  a id  o n  t h e  e c o n o m ic  e n v ir o n m e n t  o f d o n o r  a n d  r e c ip ie n t  
c o u n t r ie s  h a s  b e e n  e x te n s iv e ly  s t u d ie d  in  th e  l it e r a t u r e . I n  c o n t r a s t ,  th e r e  is  less  
t h e o r e t ic a l w o rk  l in k in g  fo re ig n  a id  a n d  g ro w th . T h e  f irs t  m o d e ls  t h a t  a n a ly s e d  t h e  
e ffe ctiv e n e ss  o f fo re ig n  a id  w ere  th e  H a r r o d -D o m a r  m o d e l a n d  th e  ‘t w o -g a p ’ m o d e l  
b y  C h e n e r y  a n d  S t r o u t  ( 1 9 6 6 ) .  T h e  m a in  f in d in g s  o f s u c h  m o d e ls  is  t h a t  fo re ig n  a id  
in c r e a s e s  e c o n o m ic  p e r fo r m a n c e  a n d  m a y  e n la rg e  th e  s iz e  o f d o m e s t ic  s a v in g s  a n d ,  
a s  a  r e s u lt ,  le a d  to  a n  in c r e a s e  in  in v e s t m e n t , w h ic h , in  t u r n  w il l  h a v e  a n  effect o n  
th e  g ro w th  r a te  o f  th e  e co n o m y .
2.3.1 The Harrod-Domar and Chenery-Strout (1966) Mod­
els
T h e  H a r r o d -D o m a r  m o d e l sh o w s t h a t ,  in  o rd e r to  a c h ie v e  a  s p e c if ic  o r t a r g e te d  
r a t e  o f e c o n o m ic  g ro w th  a t  a  g iv e n  a n d  c o n s t a n t  m a r g in a l  p r o d u c t iv it y  o f c a p it a l ,  a  
c o u n t r y  n e e d s a  s p e c if ic  a m o u n t  o f  in v e s t m e n t  a n d , th e re fo re , a  s p e c if ic  a m o u n t  of  
s a v in g s  to  f in a n c e  t h e  in v e s t m e n t . T o  t h e  e x te n t  t h a t  d o m e s t ic  s a v in g s  f a ll  s h o r t  o f  
t h is  le v e l, fo re ig n  a id  c a n  h e lp  b y  f il lin g  t h e  s a v in g s  g a p  ( E a s t e r ly ,  2 0 0 2 ) .
C h e n e r y  a n d  S t r o u t  ( 1 9 6 6 )  p o in t  o u t  t h a t  fo re ig n  a s s is ta n c e  m a y  h e lp  to  t r a n s ­
fo rm  a  p o o r  e c o n o m y  b y  r a is in g  t h e  le v e l o f s k il ls  a n d  im p r o v in g  e c o n o m ic  o r g a n i­
s a t io n  b y  r e m o v in g  re s o u rc e  c o n s t r a in t s  a n d  e n c o u r a g in g  s e lf -h e lp  m e a s u r e s  in  th e  
a d m in is t r a t io n  o f fo re ig n  a id . T h e  o b je c t iv e  o f  fo re ig n  a id , a c c o r d in g  to  t h e  C h e n e r y
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a n d  S t r o u t ’s ( 1 9 6 6 )  m o d e l, is  to  h e lp  a  c o u n t r y  in c r e a s e  th e  r a t e  o f  in v e s t m e n t , as  
w e ll a s  to  c r e a te  a  f a v o u r a b le  e n v ir o n m e n t  to  m a k e  t r a n s it io n s  to  a c h ie v e  a  s e lf -  
s u s t a in in g  g ro w th . C h e n e r y  a n d  S t r o u t  ( 1 9 6 6 )  a n a ly s e  th e  t r a n s it io n  p ro c e s s  in  
te r m s  o f th r e e  p h a s e s 10 a n d  e a c h  p h a s e  is  r e la t e d  to  a  s in g le  l im it  fa c to r , w h ic h  
a re : ( 1 )  t h e  s k i l l  l im it a t io n 1 1 , (2 )  t h e  s a v in g s  l im it a t io n  a n d  (3 )  t h e  t r a d e  o r fo re ig n  
e x c h a n g e  l im it a t io n .
I n  P h a s e  I ,  t h e  t a r g e t  g ro w th  r a t e 12 is  n o t  r e a c h e d , b e c a u s e  o f th e  e x is te n c e  
o f a b s o r p t iv e  c a p a c it y  l im it ,  a n d  o n e  o f th e  tw o  g a p s  is  e ffe ctiv e . I n  P h a s e  I I ,  
th e  in v e s t m e n t -s a v in g  g a p  is  d o m in a n t  a n d  in  P h a s e  I I I ,  t h e  im p o r t -e x p o r t  g a p  is  
d o m in a n t . I n  P h a s e  I I  a n d  P h a s e  I I I  t h e  a b s o r p t iv e  c a p a c it y  l im it  is  n o t  im p o r t a n t  
a n y  lo n g e r, so  t h e  t a r g e t  g r o w th  r a t e  c a n  b e  re a c h e d  a n d  m a in t a in e d . F o r e ig n  
a s s is ta n c e  h a s  a n  effect o n  d o m e s t ic  re s o u rc e s  for o v e r c o m in g  th e  a b o v e  l im it a t io n s ,  
m a y  b e  d iv id e d  in to  th r e e  c a te g o rie s : ( 1 )  th e  s u p p ly  o f s k il ls  a n d  o r g a n is a t io n a l  
a b il it y ,  (2 ) th e  s u p p ly  o f d o m e s t ic  s a v in g , (3 )  th e  s u p p ly  o f im p o r t e d  c o m m o d it ie s  
a n d  s e r v ic e s .
T h e r e fo r e , if  in v e s t m e n t , d u r in g  t h e  P h a s e  I  o f th e  d e v e lo p m e n t p r o c e s s , c a n  b e  
in c r e a s e d  to  a  r a t e  a b o v e  t h e  t a r g e t  g r o w th  r a t e , t h e n  th e  r a t e  o f in v e s t m e n t  w ill  
in  t h e  e n d  re a c h  th e  le v e l (hr) w h ic h  a llo w s  t h e  t a r g e t  g ro w th  r a t e  o f G N P  to  b e  
s u s t a in e d . I n  P h a s e  I ,  fo re ig n  a id  c o v e rs  th e  g a p  b e tw e e n  th e  g ro w th  in  in v e s t m e n t  
(u p  to  t h e  le v e l p e r m it t e d  b y  t h e  s k i l l  l im it )  a n d  g ro w th  in  s a v in g s  (u p  to  t h e  p o in t  
w h e re  t h e  r a t e  o f in v e s t m e n t  is  h ig h  e n o u g h  to  s u s t a in  th e  t a r g e t  g ro w th  r a t e ) .  I f  
in v e s t m e n t  g ro w th  is  a t  t h e  m a x im u m  r a t e  i a n d  th e  a m o u n t  o f in v e s t m e n t  in  y e a r  
t is
It = I0 + ki(Yt -  ! q )
10 Order of these phases was determined empirically.
11 Chenery and Strout (1966) define the ‘skill lim it’ as it reflects the skill formation required of 
managers, skilled labour and civil servants in order to increase productive investment. Chenery 
and Strout (1966) suggest that their definition of the ‘skill limit’ is similar to the idea of absorptive 
capacity, however the method of measurement shows a special case of capital-absorptive capacity. 
They measure absorptive capacity (its upper limit) by the highest rate of increase in investment 
that a country has been able to achieve over the past five-year period.
12The target growth rate reflects the principle goal of development.
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w h e re  k is  t h e  in c r e m e n t a l c a p it a l -o u t p u t  r a t io .
T h e  r e q u ir e d  a m o u n t  o f a id  in  y e a r  t  is
Ft = It -  St = F0 +  (ki -  s')(Yt -  To)
w h e re  F0 — Iq — So in  t h e  in it ia l  y e a r  a n d  t h e  in c r e m e n t  o f  in v e s t m e n t  in  e a c h  
p e r io d  is  a  c o n s t a n t  r a t io  (ki) to  t h e  in c r e m e n t  o f d o m e s t ic  o u t p u t . A s  a  r e s u lt , th e  
in c r e m e n t  o f e x te r n a l c a p it a l  (Ft — F0) c o v e rs  t h e  d iffe re n ce  b e tw e e n  t h e  in c r e m e n t  
o f in v e s t m e n t  a n d  th e  in c r e m e n t  o f  s a v in g s .
C h e n e r y  a n d  S t r o u t  ( 1 9 6 6 )  su g g e s t  t h a t  in  P h a s e  I  th e  r a t e  o f g ro w th  o f in v e s t ­
m e n t  m u s t  b e  g re a te r  t h a n  t h e  t a r g e t  g r o w th  r a t e , o th e rw ise  P h a s e  I  c o u ld  n e v e r  
b e  c o m p le te d , b e c a u s e  th e  le v e l o f in v e s t m e n t  w o u ld  n o t  r e a c h  t h e  p o in t  w h e re  it  
c a n  s u s t a in  th e  t a r g e t  g ro w th  ra te . O n c e  t h e  t a r g e t  r a t e  o f g ro w th  a n d  c o r r e s p o n d ­
in g  le v e l o f in v e s t m e n t  a re  r e a c h e d , fo re ig n  a id  s h o u ld  o v e rco m e  t h e  s a v in g s  l im it  
( P h a s e  II) a n d  t h e  fo re ig n  e x c h a n g e  o r t r a d e  l im it a t io n  ( w h ic h  is  c h a r a c t e r is e d  a s  
P h a s e  III).
P h a s e  II s t a r t s  w h e n  in v e s t m e n t  a c h ie v e s  t h e  le v e l r e q u ir e d  to  m a in t a in  th e  
ta r g e t  g ro w th  r a te , a n d  e n d s  w h e n  ( 1 )  s a v in g s  a re  e q u a l to  in v e s t m e n t  a n d  th e  
n e t  flow  o f  c a p it a l  is  r e d u c e d  to  z e ro  o r (2 )  w h e n  th e  t r a d e  l im it  b e c o m e s  m o re  
r e s t r ic t iv e  ( P h a s e  III). P h a s e  II c a n  f in is h  q u ic k ly  d u e  to  t h e  la c k  o f o p p o r t u n it ie s  
fo r p r o d u c t iv e  in v e s t m e n t  o r f a ilu r e  o f g o v e rn m e n t to  im p le m e n t  a p p r o p r ia t e  p o lic ie s .  
A ls o ,  i t  m ig h t  b e  s to p p e d  b y  a  d e c r e a s e  in  th e  m a r g in a l  s a v in g s  r a t io . T h e  b a s ic  
p e r fo r m a n c e  c r it e r io n  for P h a s e  II ( in  te r m s  o f p ro g re ss  to w a r d s  s e lf -s u s t a in e d  g ro w th  
a t  t h e  t a r g e t  ra te )  is  t h a t  th e  m a r g in a l  s a v in g s  r a t e  m u s t  b e  g r e a te r  t h a n  th e  ta r g e t  
in v e s t m e n t  r a t e  u n le s s  t h e  a v e ra g e  r a t e  o f s a v in g s  is  a lr e a d y  a b o v e  t h is  le v e l.
D u r in g  P h a s e  III, fo re ig n  a s s is t a n c e  r e q u ir e d  to  m e e t m in im u m  im p o r t  r e q u ir e ­
m e n ts  is  h ig h e r  t h a n  d u r in g  P h a s e  II. T h e  t r a d e  l im it  h a p p e n s  a s  a  r e s u lt  o f  l im it e d  
f le x ib il it y  o f t h e  p r o d u c t iv e  s t r u c t u r e  fo r e x p a n d in g  o u t p u t  fo r e x p o r t s  o r for im p o r t  
s u b s t it u t io n  a n d  t h e  t r a d e  g a p  is  o fte n  s t r u c t u r a l13 .
13It can only be reduced over time without reducing the rate of growth, by a redirection of
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T h e  m o d e l to  d e te r m in e  th e  r e q u ir e d  a m o u n t  o f fo re ig n  c a p it a l  to  c o v e r th e  
b a la n c e  o f p a y m e n ts  g a p  u se s t h e  m a r g in a l  im p o r t  r a t io , u', w h ic h  is  th e  a v e ra g e  o f  
t h e  in c r e m e n t a l r a t io s  fo r d iffe re n t c o m p o n e n t s  o f d e m a n d , a n d  t h e  r a t e  o f e x p o r t  
g ro w th , e.
A s s u m in g  P h a s e  I I I  s t a r t s  in  t h e  y e a r  j ,  G N P  in  y e a r  t  is
Yt =  Y ,(l +  r f ~ i  
T h e  v o lu m e  o f im p o r t s ,  Mt, r e q u ir e d  to  s u s t a in  G N P  in  th e  y e a r  t  is
Mt =  Mj  +  u'(Yt -  Yj)
T h e  r a t e  o f g ro w th  in  e x p o r ts , e ,d e te r m in e s  fo re ig n  e x c h a n g e  e a r n in g s
E t = E j (  i  +  ey - j
w h e re  Et a n d  Ej  a re  t h e  e x p o r ts  o f g o o d s  a n d  s e r v ic e s  a t  y e a r s  t a n d  j  re s p e c t iv e ly , v! 
a n d  e a re  re g a rd e d  a s p o lic y  v a r ia b le s , u! d e te r m in e d  p a r t ly  b y  g o v e rn m e n t m e a s u r e s  
a ffe c t in g  im p o r t  s u b s t it u t io n  a n d  e b y  m e a s u r e s  a ffe c tin g  e x p o r ts . T h e  n e e d  for  
fo re ig n  a s s is ta n c e , F,  to  o v e rco m e  th e  t r a d e  l im it  in  y e a r  t  is
Ft = Mt - E t = Mj  +  u'(Yt -  Yj) -  Ej(  1  +  ey~j
I n  o rd e r  to  e lim in a t e  t h e  t r a d e  g a p , e it h e r  t h e  e x p o r t  g ro w th  r a t e , e, s h o u ld  e x ce e d  
t h e  t a r g e t  g ro w th  r a t e , r ,  o r t h e  m a r g in a l  im p o r t  r a t io , u', m u s t  b e  s u b s t a n t ia l ly  
b e lo w  t h e  in it ia l  a v e ra g e  im p o r t  r a t io . T h i s  c o n d it io n  a llo w s  t h e  t r a d e  c r it e r io n  to  
g ro w  to w a r d s  a  g iv e n  r a t e  o f s e lf -s u s t a in in g  g ro w th .
D u r in g  P h a s e  I I I ,  s a v in g s , St, a re  e q u a l to  t h e  d iffe re n ce  b e tw e e n  in v e s tm e n t  It
investment.
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a n d  Ft
St =  I t ~  Ft = krYt = Ft
C h e n e r y  a n d  S t r o u t  ( 1 9 6 6 )  f o u n d  t h a t  th e  g ro w th  r a t e  o f e x p o r t s  p la y s  a  m a in  ro le  
b o t h  in  t h e  c a s e  o f t h e  c o u n t r ie s  a v o id in g  t h e  t r a d e  g a p  l im it a t io n  a n d  in  th o s e  
t h a t  h a v e  n o t. T h e r e  is  a lm o s t  110 e x a m p le  o f a  c o u n t r y  w h ic h  h a s  s u s t a in e d  for a  
lo n g  p e r io d  a  g ro w th  r a t e  s u b s t a n t ia l ly  h ig h e r  t h a n  it s  g ro w th  o f e x p o r t s  t h r o u g h  
c o n t in u in g  im p o r t  s u b s t it u t io n .
T o  c o n c lu d e , C h e n e r y  a n d  S t r o u t 5s ( 1 9 6 6 )  ‘tw o -g a p ' m o d e l sh o w e d  t h a t  fo re ig n  
a id  p r o m o te s  d e v e lo p m e n t o f t h e  e c o n o m y  b y  a d d in g  to  d o m e s t ic  s a v in g s  a s w e ll as  
t o  fo re ig n  e x c h a n g e  a v a ila b il it y ,  a n d , a s a  r e s u lt ,  h e lp in g  to  c lo s e  e ith e r  th e  s a v in g s -  
in v e s t m e n t  g a p  o r t h e  e x p o r t - im p o r t  g a p . S u b s e q u e n t  to  H a r r o d -D o m a r  m o d e l a n d  
C h e n e r y  a n d  S t r o u t ’s ( 1 9 6 6 )  ‘t w o -g a p ‘ m o d e l fo llo w e d  th e  n e o c la s s ic a l g ro w th  m o d e l.
T h e  e x o g e n o u s g ro w th  m o d e l, a ls o  k n o w n  a s th e  n e o c la s s ic a l o r  S o lo w -S w a n  
g ro w th  m o d e l, w a s  a n  e x te n s io n  to  t h e  H a r r o d -D o m a r  m o d e l t h a t  in c lu d e d  a  n e w  
t e r m , ‘p r o d u c t iv it y  g r o w t h ’ . S o lo w  a d d e d  la b o u r  a s a  p r o d u c t io n  f a c to r , a llo w in g  
d im in is h in g  r e tu r n s  to  la b o u r  a n d  c a p it a l  s e p a r a te ly , b u t  c o n s t a n t  r e t u r n s  to  s c a le  
for b o t h  fa c to r s  to g e th e r. H e  a ls o  in c lu d e d  a  t im e -v a r y in g  te c h n o lo g y  v a r ia b le . T h e  
c a p it a l -o u t p u t  a n d  c a p it a l - la b o u r  r a t io s  a re  n o t  f ix e d  a s  t h e y  a re  in  th e  H a r r o d -  
D o m a r  m o d e l, w h ic h  p e r m it s  in c r e a s in g  c a p it a l  in t e n s it y  to  b e  d is t in g u is h e d  fro m  
t e c h n o lo g ic a l p ro g re ss .
N e o c la s s ic a l  g ro w th  m o d e ls  sh o w  t h a t  p e r  c a p it a  g ro w th  r a t e  is  in v e r s e ly  r e la t e d  
to  t h e  s t a r t in g  le v e l o f in c o m e  p e r  c a p it a .  T h e s e  m o d e ls  e m p h a s is e  th e  fa c t  t h a t ,  
i f  c o u n t r ie s  a re  s im ila r  in  s t r u c t u r a l  p a r a m e t e r s  a n d  le v e l o f te c h n o lo g y , t h e n  p o o r  
c o u n t r ie s  te n d  to  g ro w  fa s te r  t h a n  r ic h  o n e s. T h e  n e o c la s s ic a l g ro w th  m o d e l a ls o  
sh o w s t h a t  c o n v e rg e n c e  o c c u r s  d u e  to  d im in is h in g  r e tu r n s  to  c a p it a l .  P o o r  c o u n tr ie s ,  
w it h  lo w  r a t io s  o f c a p it a l  to  la b o u r ,  h a v e  h ig h  m a r g in a l  p r o d u c t s  o f c a p it a l  a n d , as  
a  r e s u lt ,  g ro w  a t  h ig h  ra te s . H o w e v e r , t h is  o u tc o m e  c h a n g e s  w h e n  in t e r n a t io n a l  
m o b il it y  o f c a p it a l  a n d  t e c h n o lo g y  v a r ia b le s  a re  in c lu d e d  in to  t h e  m o d e l ( B a r r o ,  
1 9 9 1 ) .
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2.3.2 Solow Growth Model
S o lo w  ( 1 9 5 6 )  a p p lie s  a  s t a n d a r d  n e o c la s s ic a l  p r o d u c t io n  f u n c t io n  w it h  d e c r e a s in g  
r e t u r n s  to  c a p it a l  to  s t u d y  e c o n o m ic  g ro w th , b y  u s in g  th e  s a v in g  r a t e  a n d  p o p u la t io n  
g ro w th  a s  e x o g e n o u s  v a r ia b le s .  H e  sh o w s t h a t  th e s e  tw o  v a r ia b le s  d e te r m in e  th e  
s t e a d y -s t a t e  le v e l o f  in c o m e  p e r  c a p it a .
T h e  m o d e l b u ild s  o n  t h e  C o b b -D o u g la s  p r o d u c t io n  f u n c t io n
Y(t) = K{t)a(A (t)L (t)y -a
w h e re : 0 <  a  <  1 ,  as is  o u t p u t  e la s t ic it y  o f  c a p it a l  a n d  1  — a  is  o u t p u t  e la s t ic it y  
o f la b o u r . T h e s e  v a lu e s  a re  c o n s t a n t s  a n d  d e te r m in e d  b y  a v a ila b le  te c h n o lo g y ; Y  is  
o u t p u t ,  K  is  c a p it a l  a n d  L  is  la b o u r . L  a n d  A  a re  a s s u m e d  to  g ro w  e x o g e n o u s ly  a t  
r a te s  n  a n d  g
L(t)  =  L ( 0 ) e ni 
A{t) = A(0)eat
T h e  e ffe ctiv e  u n it s  o f la b o u r  g ro w  a t  r a t e  n  +  g, w h e re  s is  t h e  c o n s t a n t  f r a c t io n  o f  
o u t p u t  t h a t  is  s a v e d  a n d  in v e s te d
y = Y /A L
is  o u t p u t  p e r  u n it  o f e ffe ctiv e  la b o u r
k =  K /A L
is  s t o c k  o f c a p it a l  p e r  u n it  o f  e ffe c tiv e  la b o u r .
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T h e  e v o lu t io n  o f k  is  g o v e rn e d  b y
k{t) — sy(t) — (n + g + 5)k(t)
— sk(t)a — ( n  +  g +  5)k(t)
w h e re : 5 is  t h e  c o n s t a n t  r a t e  o f d e p r e c ia t io n  k c o n v e rg e s to  it s  s t e a d y  s t a t e
k* = \s/(n  +  g +  (S)]1 ^ 1 - ")
S u b s t it u t e  th e  a b o v e  e q u a t io n  in to  t h e  p r o d u c t io n  f u n c t io n  a n d  ta k e  lo g s to  f in d  
t h a t  t h e  s t e a d y -s t a t e  in c o m e  p e r  c a p it a  is
In m
m
=  In A(0) +  gt +    ln(s) -    In(n +  g +  5)
i  — a  1 — a
T h e  m o d e l a s s u m e s  t h a t  fa c to r s  a re  p a id  t h e ir  m a r g in a l  p r o d u c t s . I t  p r e d ic t s  th e  
s ig n s  a n d  th e  m a g n it u d e s  o f t h e  c o e ff ic ie n ts  o n  s a v in g s  a n d  p o p u la t io n  g ro w th . T h e  
m o d e l im p lie s  a n  e la s t ic it y  o f in c o m e  p e r  c a p it a  w it h  r e s p e c t  to  th e  s a v in g  r a t e  of  
a p p r o x im a t e ly  0 .5  a n d  a n  e la s t ic it y  w it h  r e s p e c t  to  n  +  g +  6 o f  a p p r o x im a t e ly  -0 .5 ,  
b e c a u s e  c a p it a l ’s s h a r e  in  in c o m e  a  is  r o u g h ly  o n e  t h ir d .
I t  is  a s s u m e d  t h a t  g a n d  5 a re  n o t  c o u n t r y  s p e c if ic  in  c o n t r a s t  to  A ( 0 ) ,  w h ic h  
c a p t u r e s  r e g io n a l p a r a m e t e r s  l ik e  t h e  q u a l it y  o f b u s in e s s  e n v ir o n m e n t , c lim a t e , n a t ­
u r a l  re s o u rc e s  a m o n g  o th e r  t h in g s . H e n c e  In  A ( 0 )  =  a  +  e , w h e re  a  is  a  c o n s t a n t  
a n d  e is  th e  c o u n t r y -s p e c if ic  s h o c k  te r m .
L a t e r  o n  in  t h is  c h a p te r , th e  e x te n s io n  b y  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  o f  
th e  S o lo w  m o d e l is  d is c u s s e d . M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  a p p lie d  t h e  a b o v e  
e q u a t io n  to  e x a m in e  t h e  d iffe re n c e s  in  in c o m e  p e r  c a p it a  a c r o s s  c o u n t r ie s  w h e n  th e  
v a lu e s  o f s a v in g  a n d  p o p u la t io n  g ro w th  r a t e s  v a r y . T h i s  m o d e l w a s  a lm o s t  s u c c e s s fu l  
in  e x p la in in g  c ro ss  c o u n t r y  v a r ia t io n s  in  in c o m e , b u t  th e  s h o r t c o m in g s  o f t h is  m o d e l  
a re  t h e  a b s e n c e  o f h u m a n  c a p it a l  a n d  t h e  a s s u m p t io n  t h a t  ln A ( O )  +  gt is  c o n s t a n t
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a n d  d iffe rs b e tw e e n  c o u n tr ie s . M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  c h a n g e d  t h e  a b o v e  
e q u a t io n  to  In  A ( 0 )  =  a  +  e, w h e re  a  is  a  c o n s t a n t  a n d  £ is  t h e  c o u n t r y -s p e c if ic  s h o c k  
te r m . A s  a  r e s u lt ,  t h e  n e w  e q u a t io n
=  a  _|_ _  £1L... _|_ g d) -I- £
1 — a  1 — a
w h e re : gt is  s u b s u m e d  to  c o n s t a n t  a  a n d  £ is  in d e p e n d e n t  o f t h e  e x p la n a t o r y  v a r i­
a b le s  s a n d  n.
T h e  m a in  a s s u m p t io n  o f t h e  S o lo w  m o d e l is  d im in is h in g  m a r g in a l  r e t u r n s  to  
c a p it a l ,  w h ic h  le a d  to  a  s t e a d y  s t a t e  w h e re  o u t p u t  p e r  c a p it a ,  c a p it a l  s t o c k  a n d  c o n ­
s u m p t io n  g ro w  a t  a  c o m m o n  c o n s t a n t  r a t e , w it h  t e c h n o lo g y  t a k e n  a s  a n  e x o g e n o u s  
fa c to r .
T h e  S o lo w  m o d e l p r e d ic t s  t h a t  c o u n t r ie s  r e a c h  d iffe re n t s t e a d y  s ta te s . M o s t  o f  
t h e  c r o s s -c o u n t r y  d iffe re n c e s  in  in c o m e  p e r  c a p it a  c a n  b e  e x p la in e d  b y  d iffe re n c e s  in  
a c c u m u la t io n  o f h u m a n  a n d  p h y s ic a l  c a p it a l  a n d  p o p u la t io n  g ro w th , w h ic h  a re  th e  
m a in  d e t e r m in a n t s  o f t h e  s t e a d y  s ta te . T h e  S o lo w  g ro w th  m o d e l d o e s  n o t  p r e d ic t  
c o n v e rg e n c e , it  p r e d ic t s  t h a t  in c o m e  p e r  c a p it a  in  a  g iv e n  c o u n t r y  co n v e rg e s  to  t h a t  
c o u n t r y ’s s t e a d y  s t a t e  v a lu e  ( c o n d it io n a l  c o n v e r g e n c e ). T h e  S o lo w  m o d e l p r e d ic t s  
t h a t  t h e  m a r g in a l  p r o d u c t  o f  c a p it a l  w il l  b e  h ig h e r  in  c o u n tr ie s  w it h  lo w  s a v in g s ,  
h o w e v e r it  d o e s n o t  p r e d ic t  t h a t  r e a l in te r e s t  r a t e s  w il l  b e  h ig h e r . A t  th e  s a m e  t im e ,  
t h e  S o lo w  m o d e l m a k e s  p r e d ic t io n s  a b o u t  in t e r n a t io n a l v a r ia t io n s  in  r a te s  o f r e t u r n  
a n d  c a p it a l  m o v e m e n ts . T h e  m o d e l p r e d ic t s  t h a t  p o o r  c o u n tr ie s  t e n d  to  h a v e  h ig h e r  
r a te s  o f r e t u r n  to  p h y s ic a l  a n d  h u m a n  c a p it a l .
T o  s u m m a r is e , th e  S o lo w  g ro w th  m o d e l p r e d ic t s  t h a t  p e r  c a p it a  g ro w th  r a t e  is  
in v e r s e ly  r e la t e d  to  t h e  in it ia l  le v e l o f in c o m e  p e r  c a p it a  a n d  if  c o u n t r ie s  a re  s im ila r  
in  s t r u c t u r a l  p a r a m e t e r s  a n d  le v e l o f te c h n o lo g y , t h e n  p o o r  c o u n t r ie s  t e n d  to  g ro w  
f a s te r  t h a n  r ic h  o n e s. T h e  f o llo w in g  s u b s e c t io n  e x a m in e s  th e  e m p ir ic s  o f e c o n o m ic  
g ro w th .
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2.3.3 The Empirics of Economic Growth: Cross-sectional 
and Panel Methodologies
T h e  e m p ir ic a l  l it e r a t u r e  o n  e c o n o m ic  g ro w th  is  s u b s t a n t ia l  a n d  i t  is  b e y o n d  t h e  s c o p e  
o f t h is  th e s is  to  re v ie w  t h is  l it e r a t u r e  in  d e t a il.  I n  th e  r e m a in d e r  o f t h is  s e c t io n  I  
c o n c e n t r a t e  o n  t h e  in f lu e n t ia l s t u d ie s  b y  B a r r o  ( 1 9 9 1 ) ,  M a n k iw , R o m e r  a n d  W e il  
( 1 9 9 2 ) ,  Is la m  ( 1 9 9 5 )  a n d  L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 ) .
Cross Section Studies: Barro (1991) and M ankiw, Rom er and W eil (1992)
O n e  o f t h e  f irs t  c r o s s -s e c t io n a l e m p ir ic a l  e s t im a t io n s  o f e c o n o m ic  g ro w th  w ere  d o n e  
b y  B a r r o  ( 1 9 9 1 )  a n d  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 ) .  T h e s e  s t u d ie s  a s s u m e  t h a t  
c o n d it io n a l  o n  c o u n t r ie s ’ a c c u m u la t io n  o f  h u m a n  a n d  p h y s ic a l  c a p it a l ,  p e r  c a p it a  
o u t p u t s  c o n v e rg e  to  t h e  s a m e  le v e ls  a n d  t h e  s a m e  g ro w th  r a t e s  w h e re  t e c h n o lo g y  
o r t o t a l  fa c to r  p r o d u c t iv it y 14 ( T F P )  g ro w s a t  t h e  s a m e  e x o g e n o u s  r a t e  a c r o s s  th e  
c o u n tr ie s .
B a r r o  ( 1 9 9 1 )  e s t im a t e s  e c o n o m ic  g ro w th  w it h  a  c ro ss  s e c t io n  o f  9 8  c o u n tr ie s  
f ro m  1 9 6 0 -1 9 8 5 .  H e  f in d s  t h a t  t h e  g ro w th  r a t e  o f re a l G D P  p e r  c a p it a  h a s  a  p o s it iv e  
c o r r e la t io n  w it h  h u m a n  c a p it a l  a n d  a  n e g a t iv e  c o r r e la t io n  w it h  t h e  in it ia l  le v e l o f  
G D P  p e r  c a p it a  ( 1 9 6 0  a s  th e  b a s e  y e a r ) .  B a r r o  ( 1 9 9 1 )  te s ts  v a r io u s  v a r ia b le s  to  
e x a m in e  w h a t  fa c to r s  m ig h t  h a v e  a  s ig n if ic a n t  in flu e n c e  in  t h e  d e t e r m in a t io n  o f  
e c o n o m ic  g ro w th .
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  a s s u m e  t h a t  a g g re g a te  p r o d u c t io n  f u n c t io n  
v a r ie s  a c r o s s  c o u n tr ie s  d u e  to  t h e  f ix e d  c o u n t r y -s p e c if ic  f a c to r s . T h e y  e x a m in e  
w h e th e r  t h e  S o lo w  g ro w th  m o d e l is  c o n s is t e n t  w it h  th e  in t e r n a t io n a l  v a r ia t io n s  in  
t h e  s t a n d a r d s  o f l iv in g .  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  sh o w  t h a t  a n  a u g m e n te d  
S o lo w  m o d e l, t h a t  in c lu d e s  a c c u m u la t io n  o f h u m a n  c a p it a l  a s  w e ll a s  p h y s ic a l  c a p it a l,  
g iv e s  a  g o o d  e x p la n a t io n  o f  t h e  c r o s s -c o u n t r y  d a t a .
14Total Factor Productivity (TFP) is the portion of output that is not explained by the amount 
of inputs used in the production and its level is determined by how efficiently and intensely the 
inputs are utilised during the production process.
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A ls o  t h e ir  p a p e r  e x a m in e s  t h e  im p lic a t io n s  o f th e  S o lo w  m o d e l fo r c o n v e rg e n c e  
in  s t a n d a r d s  o f l iv in g ,  t h a t  is , w h e th e r  p o o r  c o u n tr ie s  t e n d  to  g ro w  f a s te r  t h a n  
r ic h  c o u n tr ie s . T h e  e v id e n c e  in d ic a t e s  t h a t ,  h o ld in g  p o p u la t io n  g ro w th  a n d  c a p it a l  
a c c u m u la t io n  c o n s t a n t , c o u n t r ie s  c o n v e rg e  a t  a b o u t  th e  r a t e  t h e  a u g m e n te d  S o lo w  
m o d e l p r e d ic t s .
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  a rg u e  t h a t  th e  p r e d ic t io n s  o f th e  S o lo w  m o d e l  
a re  c o n s is te n t  w it h  t h e  e v id e n c e  a n d  t h a t  m o r e  t h a n  h a lf  o f th e  c r o s s -c o u n t r y  v a r i ­
a t io n  in  in c o m e  p e r  c a p it a  c a n  b e  e x p la in e d  b y  th e s e  tw o  v a r ia b le s . N e v e r th e le s s ,  
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  sh o w  t h e  d o w n s id e  o f S o lo w  m o d e l. In d e e d , th e  
S o lo w  m o d e l a c c u r a t e ly  p r e d ic t s  th e  d ir e c t io n s  o f th e  effects o f  s a v in g  a n d  p o p u ­
la t io n  g ro w th , b u t  it  d o e s n o t  r ig h t ly  p r e d ic t  th e  m a g n it u d e s  ( i.e . t h e  effects o n  
in c o m e  a re  to o  la r g e ).
T h e  in c lu s io n  o f  h u m a n  c a p it a l  c a n  e x p la in  w h y  th e  e s t im a t e s , w h ic h  in flu e n c e  
s a v in g s  a n d  p o p u la t io n  g ro w th , w e re  to o  la r g e . T h e  in c lu s io n  o f h u m a n  c a p it a l  
c h a n g e s  th e  e s t im a t e s  d u e  to  s e v e r a l re a s o n s . F ir s t ly ,  for a n y  g iv e n  r a t e  o f h u m a n  
c a p it a l  a c c u m u la t io n ,  h ig h e r  s a v in g  o r lo w e r p o p u la t io n  g ro w th  le a d s  to  a  h ig h e r  
le v e l o f in c o m e  a n d  a s  a  c o n s e q u e n c e  a  h ig h e r  le v e l o f h u m a n  c a p it a l .  S o , a c c u m u ­
la t io n  o f p h y s ic a l  c a p it a l  a n d  p o p u la t io n  g ro w th  h a s  g re a te r  effects o n  in c o m e  w h e n  
a c c u m u la t io n  o f h u m a n  c a p it a l  is  in c lu d e d  in to  t h e  re g re ss io n . S e c o n d ly , h u m a n  
c a p it a l  a c c u m u la t io n  is  c o r r e la t e d  w it h  s a v in g  r a te s  a n d  p o p u la t io n  g ro w th  ra te s . I f  
t h e  h u m a n  c a p it a l  a c c u m u la t io n  v a r ia b le  is  e x c lu d e d  fro m  t h e  e q u a t io n , t h e n  it  c a n  
b ia s  t h e  e s t im a t e d  co e ff ic ie n ts  o n  s a v in g s  a n d  p o p u la t io n  g ro w th .
H o w e v e r, a fte r  d e v e lo p in g  a n d  t e s t in g  t h e  a u g m e n te d  S o lo w  m o d e l, t h e  r e s u lts  b y  
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  sh o w  t h a t  c o u n tr ie s  f a il  to  c o n v e rg e  in  p e r  c a p it a  
in c o m e . T o  a  c e r t a in  e x te n t , th e  S o lo w  m o d e l p r e d ic t s  t h a t  c o u n t r ie s  r e a c h  d iffe re n t  
s t e a d y  s ta te s . H o w e v e r, w h e n  d iffe re n c e s  in  s a v in g s  a n d  p o p u la t io n  g ro w th  r a te s  a re  
t a k e n  in to  a c c o u n t , th e r e  is  e v id e n c e  o f  c o n v e rg e n c e  a t  a p p r o x im a t e ly  t h e  r a t e  t h a t  
t h e  m o d e l p r e d ic t s .
O v e r a ll,  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  d o  n o t  re je c t  th e  S o lo w  g ro w th  m o d e l
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in  fa v o u r  o f e n d o g e n o u s  g ro w th  m o d e ls . H o w e v e r, M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  
a rg u e  t h a t  S o lo w  g ro w th  m o d e l is  n o t  a  c o m p le te  g ro w th  th e o r y . T h e y  b a s e  t h e ir  
e v id e n c e  o n  t h e  fa c t  t h a t  th e  d e t e r m in a n t s  o f  s a v in g , p o p u la t io n  g ro w th , a n d  w o rld ­
w id e  t e c h n o lo g ic a l c h a n g e  ( a ll  o f  w h ic h  t h e  S o lo w  m o d e l t r e a t s  a s  e x o g e n o u s) a re  
n o t v e r y  w e ll u n d e r s to o d . N o r  d o e s  it  im p ly  t h a t  e n d o g e n o u s g ro w th  m o d e ls  a re  n o t  
im p o r t a n t ,  a s  t h e y  m a y  p r o v id e  th e  r ig h t  e x p la n a t io n  o f w o rld  w id e  t e c h n o lo g ic a l  
c h a n g e .
E n d o g e n o u s  g ro w th  m o d e ls  a re  c h a r a c t e r is e d  b y  th e  a s s u m p t io n  o f n o n  d e c r e a s ­
in g  r e t u r n s  to  t h e  set o f r e p r o d u c ib le  fa c to r s  o f p r o d u c t io n . C o u n t r ie s  w it h  h ig h e r  
s a v in g  r a t e  g ro w  f a s te r  in d e f in it e ly  a n d  d o  n o t  n e e d  to  co n v e rg e  in  in c o m e  p e r  c a p it a ,  
e v e n  if  t h e y  h a v e  t h e  s a m e  p re fe re n c e s  a n d  te ch n o lo g y . T h e  m o d e l w it h  p h y s ic a l,  a s  
w e ll a s  h u m a n  c a p it a l ,  w ill  b e c o m e  e n d o g e n o u s  g ro w th  m o d e l if  a  +  (3 =  1 .
E n d o g e n o u s  g ro w th  m o d e ls  m a k e  d iffe re n t p r e d ic t io n s  a b o u t  th e  c o n v e rg e n c e  
a m o n g  c o u n tr ie s . I n  e n d o g e n o u s  g ro w th  m o d e ls  th e r e  is  n o  s t e a d y  s t a t e  le v e l of  
in c o m e ; d iffe re n ce s a m o n g  c o u n t r ie s  in  in c o m e  p e r  c a p it a  c a n  c o n t in u e  in d e f in ite ly ,  
e v e n  if  t h e  c o u n tr ie s  h a v e  th e  s a m e  s a v in g s  a n d  p o p u la t io n  g ro w th  ra te s .
H o w e v e r, th e  e s t im a t e s  o f t h is  m o d e l a re  c lo s e r to  w h a t  t h e  a u g m e n te d  S o lo w  
m o d e l p r e d ic t s ,  b e c a u s e  ‘th e  a u g m e n t e d  m o d e l p r e d ic t s  a  slo w e r r a t e  o f c o n v e rg e n c e  
t h a n  th e  m o d e l w it h o u t  h u m a n  c a p i t a l ’ . T h e  e m p ir ic a l  r e s u lts  in c lu d in g  h u m a n  
c a p it a l  im p ly  a  f a s te r  r a t e  o f c o n v e r g e n c e  t h a n  th e  e m p ir ic a l  r e s u lts  w it h o u t  h u m a n  
c a p it a l.
L u c a s  ( 1 9 8 8 ) ,  B a r r o  ( 1 9 9 1 ) ,  K i n g  a n d  R e b e lo  ( 1 9 9 0 )  a rg u e  t h a t  t h e  S o lo w  
m o d e l f a ils  to  e x p la in  r a t e -o f -r e t u r n  d iffe re n c e s  a n d  in t e r n a t io n a l c a p it a l  flow s. T h e  
m a r g in a l  p r o d u c t  o f c a p it a l  v a r ie s  p o s it iv e ly  w it h  th e  p o p u la t io n  g ro w th  r a t e  a n d  
n e g a t iv e ly  w it h  th e  s a v in g  r a te . A s  t h e  c ro s s  c o u n t r y  d iffe re n c e s  in  s a v in g  a n d  p o p ­
u la t io n  g ro w th  r a t e  a re  la r g e , t h e n  t h e  d iffe re n ce s in  r a te s  o f r e t u r n  s h o u ld  a ls o  b e  
la rg e .
N e v e r th e le s s , th e r e  a re  tw o  r e la t e d  f a c ts  t h a t  a re  in c o n s is t e n t  w it h  th e s e  p r e ­
d ic t io n s ; f irs t , o b s e rv e d  d iffe r e n t ia ls  in  r e a l in te r e s t  r a te s  a p p e a r  s m a lle r  t h a n  th e
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p r e d ic t e d  d iffe re n c e s  in  t h e  n e t  m a r g in a l  p r o d u c t  o f c a p it a l .  S e c o n d , a s  F e ld s t e in  
a n d  H o r io k a  ( 1 9 8 0 )  o b s e rv e d , c o u n t r ie s  w it h  h ig h  s a v in g s  r a te s  h a v e  h ig h  r a te s  o f  
d o m e s t ic  in v e s t m e n t s  r a t h e r  t h a n  t h e  la r g e  c u r r e n t  a c c o u n t  s u r p lu s e s  ( c a p it a l  d o e s  
n o t  flo w  fro m  h ig h -s a v in g s  c o u n t r ie s  to  lo w -s a v in g s  c o u n tr ie s ) .
T h e  e v id e n c e  o n  th e  r e t u r n  to  c a p it a l  a p p e a r s  c o n s is te n t  w it h  t h e  S o lo w  m o d e l.  
O n e  m ig h t  a rg u e  t h a t  it  s u p p o r t s  t h e  S o lo w  m o d e l a g a in s t  t h e  a lt e r n a t iv e  o f e n ­
d o g e n o u s  g ro w th  m o d e ls , w h ic h  a s s u m e  c o n s t a n t  r e tu r n s  to  s c a le . T h e s e  m o d e ls  
im p ly  t h a t  th e  r a t e  o f  r e t u r n  s h o u ld  n o t  v a r y  w it h  th e  le v e l o f d e v e lo p m e n t. Y e t ,  
d ir e c t  m e a s u r e m e n t  o f  p r o fit  r a t e s  a n d  r e t u r n s  to  s c h o o lin g  in d ic a t e s  t h a t  t h e  r a t e  
o f r e t u r n  is  m u c h  h ig h e r  in  p o o r  c o u n tr ie s .
In t e r n a t io n a l  d iffe re n ce s in  in c o m e  p e r  c a p it a  a re  b e s t  u n d e r s t o o d  u s in g  th e  
a u g m e n te d  S o lo w  g ro w th  m o d e l. I n  t h is  m o d e l o u t p u t  is  p r o d u c e d  fro m  p h y s ic a l  
c a p it a l ,  h u m a n  c a p it a l,  a n d  la b o u r ,  a n d  is  u s e d  for in v e s tm e n t  in  p h y s ic a l  a n d  h u m a n  
c a p it a l ,  a s  w e ll a s  c o n s u m p t io n .
R e g a r d le s s  o f a b s e n c e  o f e x t e r n a lit ie s ,  t h e  a c c u m u la t io n  o f p h y s ic a l  c a p it a l  h a s  a  
la r g e r  im p a c t  o n  in c o m e  p e r  c a p it a  t h a n  t h e  S o lo w  m o d e l p r e d ic t s .  A  h ig h e r  s a v in g s  
r a t e  le a d s  to  a  h ig h e r  in c o m e  in  t h e  s t e a d y  s t a t e , w h ic h  in  t u r n  le a d s  to  a  h ig h e r  le v e l 
o f h u m a n  c a p it a l ,  e v e n  if  th e  r a t e  o f  h u m a n  c a p it a l  a c c u m u la t io n  s t a y s  t h e  s a m e .  
A s  a  r e s u lt ,  h ig h e r  s a v in g s  r a is e s  t o t a l  f a c to r  p r o d u c t iv it y .  P o p u la t io n  g ro w th  h a s  
a ls o  a  la r g e r  im p a c t  o n  in c o m e  p e r  c a p it a  t h a n  t h e  S o lo w  m o d e l p r e d ic t s . T h i s  
m o d e l h a s  im p lic a t io n s  for th e  d y n a m ic s  o f  t h e  e c o n o m y  w h e n  t h e  e c o n o m y  is  n o t  
in  t h e  s t e a d y  s ta te . I n  c o n t r a s t  to  e n d o g e n o u s  g ro w th  m o d e ls , t h is  m o d e l p r e d ic t s  
t h a t  c o u n t r ie s  w it h  s im ila r  te c h n o lo g ie s  a n d  r a te s  o f a c c u m u la t io n  a n d  p o p u la t io n  
g ro w th  s h o u ld  co n v e rg e  in  in c o m e  p e r  c a p it a .  T h e  a u g m e n te d  S o lo w  m o d e l su g g e s ts  
t h a t  d iffe re n c e s  in  s a v in g , e d u c a t io n , a n d  p o p u la t io n  g ro w th  c a n  f u l ly  e x p la in  c ro s s ­
c o u n t r y  d iffe re n ce s in  in c o m e  p e r  c a p it a .
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  e s t im a t e  t h e  m o d e l w it h  O r d in a r y  L e a s t  S q u a r e s  
( O L S ) .  A lt e r n a t iv e ly ,  it  c o u ld  h a v e  b e e n  e s t im a t e d  w it h  in s t r u m e n t a l  v a r ia b le s ; h o w ­
e v e r, b e c a u s e  o f th e  n a t u r e  o f t h e  A(0) t e r m , it  is  v e r y  d if f ic u lt  to  f in d  in s t r u m e n t s
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t h a t  w ill  b e  c o r r e la te d  w it h  th e  in d e p e n d e n t  v a r ia b le s  a n d  u n c o r r e la t e d  w it h  A ( 0 ) .  
M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  u se  d a t a  fro m  S u m m e r s  a n d  H e s t o n  d a t a  se t ( 1 9 8 8 )  
fro m  1 9 6 0  to  1 9 8 5 ,  w h e re  n  is  t h e  a v e ra g e  g ro w th  r a t e  o f w o r k in g  a g e  p o p u la t io n  
( 1 5 -6 4 ) ,  s is  th e  r a t io  o f r e a l in v e s t m e n t  to  r e a l G D P ,  Y /L  is  th e  r e a l G D P  in  1 9 8 5  
p e r  c a p it a ,  g +  5 a s s u m e d  e q u a l to  5 % .
T h e  m a in  e q u a t io n  t h a t  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  u se  fo r th e  e m p ir ic a l  
im p le m e n t a t io n
In yi = p0 +  P i ln(si) -I- p2 ln(nj -f g +  6) +  e*
w h e re  Pi is  a p p r o x im a t e ly  e q u a l to  0 .5 ,  p2 is  -0 .5 ,  a s  a  h a s  b e e n  e s t im a t e d  to  b e  
a b o u t  1 / 3 .
T h e  c r o s s -s e c t io n a l r e s u lts  o b t a in e d  b y  B a r r o  ( 1 9 9 1 )  a n d  M a n k iw , R o m e r  a n d  
W e il  ( 1 9 9 2 )  a re  b ia s e d  a n d  s ig n if ic a n t ly  d iffe re n t fro m  th e  e s t im a t e s  o b t a in e d  b y  
Is la m  ( 1 9 9 5 ) ,  a s  it  c a n  b e  se e n  la t e r  in  t h is  c h a p te r . W h e n  in te r c e p t  h e te r o g e n e ity  
is  a llo w e d  in  th e  re g re s s io n s , t h e n  t h e  e s t im a t e  o f t h e  s p e e d  o f c o n d it io n a l  c o n v e r­
g e n c e  in c re a s e s  ( in  96  n o n -o il  c o u n t r ie s  e s t im a t e  in c r e a s e d  fro m  0 .0 0 5  to  0 .0 5 ) .  T h e  
e s t im a t e d  v a lu e s  o f  th e  e la s t ic it y  o f o u t p u t  w it h  re s p e c t  to  c a p it a l  a re  f o u n d  to  b e  
m u c h  lo w er.
I n  th e  c ro s s  s e c t io n  re g r e s s io n s , t h e  c o u n t r y  s p e c if ic  a s p e c t  o f  t h e  a g g re g a te  
p r o d u c t io n  f u n c t io n  is  n o t  t a k e n  in to  a c c o u n t  a n d  is  c o r r e la te d  w it h  th e  in d e p e n d e n t  
v a r ia b le s , w h ic h  in  t u r n  c re a te s  o m it t e d  v a r ia b le  b ia s . T h e  p a n e l d a t a  m e th o d o lo g y  
so lv e s  th e  p r o b le m  o f o m it t e d  v a r ia b le  b ia s  a n d  p u t s  th e  a c c e n t  o n  t h e  f a c t  t h a t  
th e  le v e l o f t e c h n o lo g y  a n d  in s t it u t io n a l  c o u n t r y  s p e c if ic  a s p e c t  s ig n if ic a n t ly  d iffe r  
b e tw e e n  e co n o m ie s.
T o  s u m m a r is e , M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  e x a m in e  a n  a u g m e n te d  S o lo w  
m o d e l t h a t  in c lu d e s  a c c u m u la t io n  o f h u m a n  a n d  p h y s ic a l  c a p it a l  a n d  sh o w  t h a t  it  
p r o v id e s  a  g o o d  d e s c r ip t io n  o f t h e  c r o s s -c o u n t r y  d a t a . T h e  c ro ss  s e c t io n  re g re ss io n s  
a re  b a s e d  o n  th e  g ro w th  r a t e  to  b e  t h e  d e p e n d e n t  v a r ia b le  a n d  t h e  in it ia l  le v e l 
o f in c o m e  to  b e  t h e  m a in  in d e p e n d e n t  v a r ia b le . M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )
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a s s u m e  t h a t  th e  r a t e s  o f s a v in g s  a n d  p o p u la t io n  g ro w th  a re  in d e p e n d e n t  o f c o u n t r y  
s p e c if ic  f a c to r s  s h if t in g  t h e  p r o d u c t io n  f u n c t io n  a n d  e s t im a te s  a re  o b t a in e d  w it h  
O r d in a r y  L e a s t  S q u a r e s  ( O L S ) .  N e v e r th e le s s , th e  a s s u m p t io n  o f c o n s t a n t  g ro w th  
r a t e  o f te c h n o lo g y  o r T F P  a c r o s s  c o u n t r ie s  is  m is le a d in g  a n d  d o e s  n o t  h o ld , a s it  is  
f o u n d  in  th e  fo llo w in g  p a p e r s  b y  Is la m  ( 1 9 9 5 )  a n d  L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 ) .
Panel D ata  Studies: Islam  (1995) and Lee, Pesaran and Sm ith  (1997)
S u b s e q u e n t  to  c r o s s -s e c t io n a l e s t im a t e s  o f  e c o n o m ic  g ro w th , Is la m  ( 1 9 9 5 )  a p p lie s  
p a n e l d a t a  m e th o d o lo g y  to  e s t im a t e  a  n e o c la s s ic a l  g ro w th  m o d e l t h a t  a c c o m m o d a te s  
le v e l effects for in d iv id u a l  c o u n t r ie s  t h r o u g h  h e te ro g e n e o u s in te r c e p t s  ( i.e .,  f ix e d  
e ffe cts) a n d  th e s e  in te r c e p t s  a re  c o r r e la t e d  w it h  t h e  re g re sso rs. T h e  m a in  a d v a n ta g e  
o f p a n e l d a t a  m e th o d o lo g y  is  t h e  c a p a c it y  to  a llo w  th e  a g g re g a te  p r o d u c t io n  f u n c t io n  
to  d iffe r a c r o s s  c o u n t r ie s , w h ic h  s u p p o r t s  t h e  e v id e n c e  o f c o n d it io n a l  c o n v e rg e n c e , 
in  c o n t r a s t  to  p r io r  m o d e ls  b y  S o lo w  ( 1 9 5 6 ) ,  C a s s  ( 1 9 6 5 )  a n d  K o o p m a n s  ( 1 9 6 5 ) .  
I s l a m ’s ( 1 9 9 5 )  p a n e l d a t a  a p p r o a c h  re s o lv e s  s e v e ra l is s u e s  o f in te r c e p t  h e te ro g e n e ity , 
a lt h o u g h  it  c a u s e d  s e v e ra l p r o b le m s  in  r e la t io n  to  s lo p e  h e te ro g e n e ity .
Is la m  ( 1 9 9 5 )  u se s  t h e  re g r e s s io n  e q u a t io n s  b y  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  a s  
a  b a s is  fo r h is  f in d in g s  a n d  a p p lie s  p a n e l d a t a  m e th o d o lo g y  to  c o n tr o l for in d iv id u a l  
c o u n t r y  effects. T h e  r e s u lts  d iffe r s ig n if ic a n t ly  fro m  s in g le  c r o s s -s e c t io n  m e th o d o l­
ogy. Is la m  u se s  th e  L e a s t  S q u a r e s  w it h  D u m m y  V a r ia b le s  ( L S D V )  e s t im a t o r  a n d  
M in im u m  D is t a n c e  ( M D )  e s t im a t o r  to  o b t a in  th e  e s t im a te s . T h e  L S D V  e s t im a t o r  is  
b a s e d  o n  th e  f ix e d  effects a s s u m p t io n  a n d  p e r fo r m s  w e ll in  t h is  m o d e l. H o w e v e r, th e  
M D  e s t im a t o r  b y  C h a m b e r la in  ( 1 9 8 2 )  is  s p e c if ic a lly  c o n s t r u c t e d  for m o d e ls  w h e re  
t h e  in d iv id u a l  e ffects a re  c o r r e la t e d  w it h  t h e  in c lu d e d  e x o g e n o u s v a r ia b le s . Is la m  
c o m p a r e s  b o t h  se ts  o f r e s u lts  a n d  f in d s  t h a t  e s t im a t e s  a re  a lm o s t  u n c h a n g e d .
Is la m  ( 1 9 9 5 )  u se s  t h e  S u m m e r s -H e s t o n  d a t a s e t  to  c o n s t r u c t  t h e  v a r ia b le s ,  th e  
s a m e  d a t a s e t  a s M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  u se , in  o rd e r to  c o m p a r e  t h e  r e s u lts .  
C o u n t r y  s a m p le s  b y  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  a re : N O N O I L  (9 8  c o u n t r ie s ) ,  
I N T E R  ( 7 5  c o u n tr ie s )  a n d  O E C D  ( 2 2  c o u n t r ie s ) . H o w e v e r, Is la m  e x c lu d e s  2  c o u n ­
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t r ie s  ( In d o n e s ia  a n d  B u r k in a -F a s o )  d u e  to  d a t a  u n a v a ila b il it y .  A n o t h e r  d iffe re n ce  
f ro m  M a n k iw , R o m e r  a n d  W e il  ( 1 9 9 2 )  is  t h a t  t h e y  t r e a t  n  a s  t h e  g ro w th  r a t e  o f  
w o r k in g  a g e p o p u la t io n  v a r ia b le , b u t  Is la m  ( 1 9 9 5 )  t a k e s  n  a s  t h e  g ro w th  r a t e  o f  
t o t a l  p o p u la t io n , d u e  to  d if f ic u lt y  in  o b t a in in g  d a t a . Is la m  ( 1 9 9 5 )  d iv id e s  th e  t o ­
t a l  n u m b e r  o f  y e a r s  in to  f iv e -y e a r  p e r io d  a v e ra g e s , a  c o m m o n  p r o c e d u r e  in  g ro w th  
l it e r a t u r e .
A  few  y e a r s  la t e r , L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  u se  a  p a n e l d a t a  a p p r o a c h  to  
a n a ly s e  in t e r n a t io n a l g ro w th  a n d  c o n v e rg e n c e . T h e y  d e v e lo p  a n  e m p ir ic a l  v e r s io n  
o f a  s t o c h a s t ic  S o lo w  g ro w th  m o d e l fro m  t h e  p a p e r  b y  B in d e r  a n d  P e s a r a n  ( 1 9 9 6 ) ,  
w h ic h  h a s  d iffe re n t p r o p e r t ie s  fro m  t h e  d e t e r m in is t ic  S o lo w  m o d e l w h e re  th e  o u t p u t  
e q u a t io n  is  o b t a in e d  b y  a d d in g  a n  e r ro r  t e r m  to  th e  l in e a r is e d  s o lu t io n . T h a t  m o d e l  
a n a ly s e s  th e  e c o n o m ic  p r o p e r t ie s  o f  e s t im a t e s  o f b e t a  c o n v e r g e n c e 15 w h e re  a ll  o f  
th e s e  e s t im a t e s  a re  s ig n if ic a n t ly  b ia s e d .
L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  u se  p a n e l d a t a  o f 1 0 2  c o u n t r ie s  fro m  19 6 0  to  19 8 9  
fro m  t h e  S u m m e r s -H e s t o n  d a t a s e t .  T h e y  sh o w  t h a t  th e r e  is  p e r s is te n t  h e te r o g e n e ity  
in  g ro w th  r a te s  a n d  in  sp e e d s  o f  c o n v e rg e n c e , a n d  e s t im a t io n  o f  th e s e  p a r a m e t e r s  
u n d e r  th e  ( in c o r r e c t)  a s s u m p t io n  o f p a r a m e t e r  h o m o g e n e ity  h a s  s ig n if ic a n t  e ffects  
o n  t h e  a n a ly s is .  L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  e s t im a te  n e o c la s s ic a l g ro w th  m o d e l  
u s in g  p a n e l e s t im a t e s  a n d  a llo w  fo r h e te r o g e n e ity  in  le v e l e ffe cts, g ro w th  r a t e s , a n d  
s p e e d s  o f c o n v e rg e n c e  fo r e a c h  c o u n tr y . I t  is  re a s o n a b le  to  a s s u m e  t h a t  c o u n tr ie s  
w ill  v a r y  in  t h e ir  le v e l o f t e c h n o lo g ic a l p r o g re ss ; h o w e v e r, th e  n e o c la s s ic a l  t h e o r y  
im p lie s  t h a t  t h e  s p e e d  o f c o n v e r g e n c e  to  a  c o u n t r y ’s s t e a d y  s t a t e  w il l  b e  in f lu e n c e d  
b y  t h e  c o u n t r y ’s  r a t e  o f p o p u la t io n  g ro w th , d e p r e c ia t io n  r a t e  a n d  t h e  g ro w th  r a te  
o f te c h n o lo g y .
L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  a d d  a  s t o c h a s t ic  c o n d it io n  to  t h e  m o d e l o f th e  
p r e v io u s  l it e r a t u r e , w h ic h  m a d e  it  p o s s ib le  to  p r o v id e  a  s t r u c t u r a l  in t e r p r e t a t io n  o f
15/3-convergence considers the speed with which the logarithm of per-capita output tends to its 
steady-state value from some initial condition. The estimate of the speed of convergence is based 
on either the coefficient of the lagged dependent variable in time-series or panel regressions or the 
coefficient of the logarithm of initial output in cross-section regressions.
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t h e  d y n a m ic s  o f o u t p u t  a n d  e s t a b lis h  a  l in k  b e tw e e n  s t o c h a s t ic  p r o c e s s  o f o u t p u t  
a n d  te ch n o lo g y .
A l l  p r e v io u s  s t u d ie s  a re  b a s e d  o n  c r o s s -s e c t io n a l e s t im a t e s  a n d  h a v e  s e v e ra l  
e c o n o m e tr ic  d iff ic u lt ie s . H e t e r o g e n e it y  in  c o u n t r ie s ’ g ro w th  r a te s  a n d  in  s p e e d s  
o f c o n v e rg e n c e , a s  a n  e x a m p le , c a u s e  th e s e  e c o n o m e tr ic  p r o b le m s  a n d  m a k e  t h e  
e s t im a t o r  in c o n s is t e n t . I n  s t u d ie s  b y  P e s a r a n  a n d  S m it h  ( 1 9 9 5 ) ,  B a lt a g i  ( 1 9 9 5 ) ,  
P e s a r a n , S m it h  a n d  I m  ( 1 9 9 6 )  t h e  s lo p e  h e te ro g e n e ity , e v e n  w h e n  r a n d o m , c a u s e s  
m a jo r  d iff ic u lt ie s  for e s t im a t io n  in  d y n a m ic  p a n e ls .
L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  e s t im a t e  d y n a m ic  h e te ro g e n e o u s p a n e ls  u s in g  
fo u r d iffe re n t m e th o d o lo g ie s : 1 )  a v e r a g in g  t h e  d a t a  o ve r t im e  a n d  e s t im a t in g  a  c r o s s -  
s e c t io n  a c r o s s  g ro u p s , 2 ) a v e r a g in g  t h e  d a t a  o v e r g ro u p s  a n d  e s t im a t in g  a n  a g g re g a te  
t im e  se rie s , 3 )  p o o lin g  t h e  d a t a  a s s u m in g  c o e ff ic ie n t  h o m o g e n e ity , 4) e s t im a t in g  th e  
co e ffic ie n ts  o f in d iv id u a l  t im e  se rie s  re g r e s s io n s  a n d  e x a m in in g  th e  d is t r ib u t io n  o ver  
g ro u p s  o f th e s e  e s t im a te s .
E c o n o m e t r ic  c o n s id e r a t io n s :
1 .  C r o s s -s e c t io n  d a t a . T h e  c r o s s -s e c t io n  e s t im a t io n  is  d o n e  b y  a v e r a g in g  th e  
o b s e r v a t io n s  for e a c h  c o u n t r y  o v e r t im e  a n d  re g r e s s in g  th e  lo g a r it h m  o f p e r  c a p it a  
o u t p u t  o n  re g re sso rs  s u c h  a s  ln ( s i)  a n d  In (n *  +  g +  J )  (L e e , P e s a r a n  a n d  S m it h ,  
1 9 9 7 ) .  H o w e v e r, t h is  a p p r o a c h  d o e s n o t  re fle c t t h e  d y n a m ic  n a t u r e  o f  g ro w th , a s  it  
ig n o r e s  th e  p o s s ib le  h e te r o g e n e ity  o f  t h e  g ro w th  r a t e  o f te c h n o lo g y , w h ic h  c re a te s  
b ia s e d  e s t im a te s .
2 . P o o le d  d a t a . T h e  p o o le d  f ix e d -e ffe c t  e s t im a t o r  a s Is la m  ( 1 9 9 5 )  u se  in  h is  
p a p e r . H e  a s s u m e s  t h a t  t h e  g ro w th  r a t e  is  h o m o g e n e o u s  a c r o s s  c o u n tr ie s , b u t  t h is  
v a r ia b le  is  s e r ia l ly  c o r r e la te d  w it h  a  u n it  co e ffic ie n t, w h ic h  m a k e s  t h e  d y n a m ic  f ix e d -  
effect e s t im a t o r  to  b e  in c o n s is t e n t .
I s l a m ’s ( 1 9 9 5 )  p a n e l d a t a  m e th o d o lo g y  so lv e s  so m e  is s u e s  o f in te r c e p t  h e te ro ­
g e n e ity , b u t  c re a te s  p r o b le m s  o f s lo p e  h e te ro g e n e ity .
3 . H e te ro g e n e o u s  p a n e l d a t a .  U n d e r  s lo p e  h e te ro g e n e ity , o n e  a p p r o p r ia te  e s t i­
m a t o r  is  th e  m e a n  g ro u p  e s t im a t o r  ( L e e , P e s a r a n  a n d  S m it h ,  1 9 9 7 ) .  T h e  e q u a t io n
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is  e s t im a t e d  s e p a r a t e ly  for e a c h  c o u n t r y  a n d  a fte r  th e  d is t r ib u t io n  o f c o e ffic ie n ts  
e x a m in e d . L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  u se  m a x im u m  lik e lih o o d  m e th o d s  to  es­
t im a t e  co e ff ic ie n ts  fo r e a c h  c o u n t r y  in  t h e  g ro u p . L e e , P e s a r a n  a n d  S m it h  ( 1 9 9 7 )  
r e je c t  t h e  h y p o th e s is  o f g ro w th  h o m o g e n e ity  a c r o s s  c o u n tr ie s  ir r e s p e c t iv e  o f th e  fa c t  
t h a t  o u t p u t  s e r ie s  h a s  a  u n it  ro o t  o r n o t.
T h u s ,  it  a p p e a r s  t h a t  a  p a n e l d a t a  a p p r o a c h  m ig h t  b e  p r e fe r a b le  w h e n  s t u d y in g  
g ro w th  effects. G iv e n  t h a t  th e  p u r p o s e  o f t h is  th e s is  is  to  s t u d y  t h e  e ffects o f  
fo re ig n  a id  o n  g ro w th , t h e  e m p ir ic a l  a n a ly s is  in  la t e r  c h a p te r s  w il l  b e  b a s e d  o n  p a n e l  
d a t a  e s t im a t io n s . T h e  n e x t  s u b s e c t io n  d is c u s s e s  th e  e m p ir ic a l  r e la t io n s h ip  b e tw e e n  
fo r e ig n  a id  a n d  g ro w th  in  th e  c o n te x t  o f  a id  e ffe ctiv e n e ss.
2.3.4 Empirical Relationship between Foreign Aid and Growth
H a v in g  re v ie w e d  th e  m a in  t h e o r e t ic a l m o d e ls  o f fo re ig n  a id  a n d  g ro w th , w e n o w  t u r n  
to  e x a m in in g  th e  r e le v a n t  e m p ir ic a l  e v id e n c e . T h e r e  a re  s e v e ra l p o s s ib le  r e la t io n ­
s h ip s  b e tw e e n  fo re ig n  a id  a n d  g ro w th . F i r s t ,  fo re ig n  a id  h a s  n o  s ig n if ic a n t  effect o n  
g ro w th , a n d  m a y  a c t u a l ly  u n d e r m in e  g ro w th , a s  it  c a n  b e  w a s te d  a n d / o r  e n c o u r a g e  
c o r r u p t io n . S e c o n d , fo re ig n  a id  d a m a g e s  p r iv a t e  se c to r  p r o d u c t io n  a n d  c a u s e s  th e  
c u r r e n c y  to  a p p r e c ia t e , w h ic h  in  t u r n  w e a k e n s  t h e  p r o f it a b il it y  o f t r a d a b le  g o o d s  
p r o d u c t io n  ( ‘D u t c h  d is e a s e ’). T h i r d ,  fo r e ig n  a id  d is c o u ra g e s  p r iv a t e  a n d  g o v e rn ­
m e n t  s a v in g s  a n d  h e lp s  to  m a in t a in  p o o r  e c o n o m ic  p o lic ie s . F o u r t h ,  fo re ig n  a id  h a s  
a  p o t e n t ia lly  p o s it iv e  effect o n  g ro w th .
S e v e r a l e m p ir ic a l  s t u d ie s , s u c h  a s M o s le y  ( 1 9 8 0 ) ,  M o s le y  e t a l. ( 1 9 8 7 ) ,  B o o n e
( 1 9 9 4 ) ,  f in d  l it t le  o r n o  r e la t io n s h ip  b e tw e e n  a id  a n d  g ro w th . T h e s e  s t u d ie s  a s s u m e  
a  s im p le  l in e a r  r e la t io n s h ip  b e tw e e n  a id  a n d  g ro w th  w h e re  e a c h  n e w  d o lla r  o f  a id  h a s  
th e  s a m e  im p a c t  o n  g ro w th , n o t  t a k in g  in to  a c c o u n t  th e  p o s s ib i l i t y  o f d im in is h in g  
r e tu r n s  a n d  ig n o r e d  e n d o g e n e ity  (fa s te r  g ro w th  m ig h t  a t t r a c t  h ig h e r  a id ) .
O n  t h e  o th e r  h a n d , fo r e ig n  a id , o n  a v e ra g e , h a s  a  p o s it iv e  r e la t io n s h ip  w it h  
g ro w th , b u t  w it h  d im in is h in g  r e t u r n s  a s  t h e  v o lu m e  o f a id  in c r e a s e s . F o r e ig n  a id  
c a n  s u p p o r t  g ro w th  a n d  d e v e lo p m e n t  if  it  is  d ir e c t e d  to  f in a n c e  in v e s t m e n t , o r to
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in c r e a s e  th e  la b o u r  p r o d u c t iv it y  t h r o u g h  t e c h n ic a l  a s s is ta n c e , o r if  i t  is  im b e d d e d  
in  c a p it a l  g o o d s. S o m e  s t u d ie s  c o n c lu d e  t h a t ,  o n  a v e ra g e , h ig h e r  a id  flow s h a v e  
b e e n  a s s o c ia te d  w it h  m o r e  r a p id  g ro w th , b u t  w it h  d e c r e a s in g  m a r g in a l  r e tu r n s  to  
a id  flo w s, m e a s u r e d  b y  th e  in t r o d u c t io n  o f a n  a id  s q u a r e d  t e r m  (see D u r b a r r y  et  
a l ( 1 9 9 8 ) ,  D a lg a a r d  a n d  H a h s e n  ( 2 0 0 1 ) ,  D a lg a a r d  et a l (2 0 0 4 ), H a n s e n  a n d  T a r p  
( 2 0 0 1 ) ,  L e n s in k  a n d  W h it e  ( 2 0 0 1 ) ) .  B y  in t r o d u c in g  a id  s q u a r e d , t h e y  a llo w  fo r le v e l  
effects b y  w h ic h  t h e  f r a c t io n  o f a id  t h a t  is  a c t u a l ly  in v e s te d  c a n  c h a n g e  w it h  th e  a id  
d e p e n d e n c y  r a t io .
T h e  s t u d y  b y  C le m e n s , R a d e le t  a n d  B h a v n a n i  (2 0 0 4 ) e x a m in e  a id  flow s to  6 7  
c o u n t r ie s  b e tw e e n  1 9 7 4  a n d  2 0 0 1  a n d  d iv id e  a id  in to  th r e e  c a te g o rie s : f ir s t , a id  for  
d is a s t e r s , e m e rg e n c ie s , a n d  h u m a n it a r ia n  r e lie f  effo rts, in c lu d in g  fo o d  a id . T h e y  f in d  
a  n e g a t iv e  r e la t io n s h ip , s in c e  d is a s t e r s  s im u lt a n e o u s ly  c a u s e  g ro w th  to  f a ll  a n d  a id  
to  in c re a s e . S e c o n d , a id  t h a t  m ig h t  a ffe ct g ro w th , b u t  in d ir e c t ly  a n d  o ve r a  lo n g  
p e r io d  o f  t im e . F o r  e x a m p le , a id  fo r e n v ir o n m e n t a l p r o te c t io n , e d u c a t io n , h e a lt h  
o r d e m o c r a t ic  re fo rm  c a n n o t  h a v e  im m e d ia t e  effects. C le m e n s , R a d e le t  a n d  B h a v ­
n a n i  (2 0 0 4 ) f in d  w e a k  p o s it iv e  a s s o c ia t io n  b e tw e e n  d a t e - im p a c t ’ a id  a n d  g ro w th .  
T h i r d ,  a id  a im e d  m o re  d ir e c t ly  to  s u p p o r t  g ro w th  r e la t iv e ly  q u ic k ly . F o r  e x a m p le ,  
a id  fo r in f r a s t r u c t u r e  d e v e lo p m e n t g iv e s  p o s it iv e  a n d  im m e d ia t e  r e s u lts  for g ro w th  
a n d  d e v e lo p m e n t. T h e y  f in d  a  p o s it iv e  r e la t io n s h ip  b e tw e e n  ‘e a r ly  im p a c t  a id ’ a n d  
e c o n o m ic  g ro w th . H o w e v e r, t h e  r e s u lts  sh o w  e v id e n c e  o f d im in is h in g  r e tu r n s . R e ­
s u lt s  b y  C le m e n s , R a d e le t  a n d  B h a v n a n i  (2 0 0 4 ) d o  n o t  im p ly  t h a t  a id  is  a lw a y s  
e ffe ctiv e , b u t  o n  a v e ra g e  g r o w t h -o r ie n t a t e d  a id  h a s  a  p o s it iv e  a n d  s ig n if ic a n t  im p a c t  
o n  g ro w th  a n d  d e v e lo p m e n t.
O n e  m o re  p o s s ib le  r e la t io n s h ip  is  t h a t  fo re ig n  a id  h a s  a  c o n d it io n a l  r e la t io n s h ip  
w it h  g ro w th , h e lp in g  to  a c c e le r a te  g ro w th  o n ly  u n d e r  c e r t a in  c ir c u m s t a n c e s . T h e  
‘c o n d it io n a l ’ v ie w  o f a id  e ffe c tiv e n e ss  is  b a s e d  o n  r e c ip ie n t  a n d  d o n o r  c h a r a c t e r is t ic s .  
I n  o rd e r to  e x p la in  th e  t r e n d  i n  t h e  d is t r ib u t io n  o f a id , th e r e  is  a  n e e d  to  d is t in g u is h  
b e tw e e n  ‘r e c ip ie n t  n e e d s ’ a n d  ‘d o n o r  in t e r e s t s ’ ( B u r n s id e  a n d  D o lla r ,  1 9 9 7 ) .  F r o m  
o n e  p o in t  o f v ie w , fo re ig n  a id  c a n  b e  r e g a r d e d  a s a  w a y  to  b u y  a  p o l it ic a l  in f lu e n c e ,
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b u t  a c c o r d in g  to  e m p ir ic a l  e v id e n c e  it  is  n o t  e ffe ctiv e  to  a c h ie v e  p o l it ic a l  o b je c t iv e s  
(M o s le y , H u d s o n  a n d  H o r r e ll ,  1 9 8 7 ) .  T h e  r e la t io n s h ip  b e tw e e n  d o n o rs  a n d  r e c ip ie n t  
c o u n t r ie s  is  a  v e r y  im p o r t a n t  f a c to r  a n d  c a n n o t  b e  d is r e g a rd e d .
O t h e r  s t u d ie s  p r o p o s e d  t h a t  a id  e ffe c tiv e n e ss  m ig h t  b e  a ffe cte d  b y  e x p o r t  p r ic e  
s h o c k s  ( C o l l ie r  a n d  D e h n , 2 0 0 1 ) ,  c l im a t ic  s h o c k s  a n d  t h e  t e r m s  o f  t r a d e  ( G u i l l a u -  
m o n t  a n d  C h a u v e t ,  2 0 0 1 ) ,  C h a u v e t  a n d  G u il la u m o n t ,  2 0 0 2 ) , p o l ic y  a n d  in s t it u t io n a l  
q u a l it y  ( C o ll ie r  a n d  D o lla r ,  2 0 0 4 ) , in s t it u t io n a l  q u a l it y  ( B u r n s id e  a n d  D o lla r ,  2 0 0 4 ),  
p o lic y  a n d  w a r fa re  ( C o l l ie r  a n d  H o e fffe r, 2 0 0 4 ), p o l it ic a l  c o n f lic t  o r ‘t o t a l it a r ia n 5 
g o v e rn m e n t ( Is la m , 2 0 0 3 )  a n d  g e o g r a p h y  o r ‘lo c a t io n  in  t r o p ic s ’ ( D a lg a a r d ,  2 0 0 4 ).
I n  s p ite  o f t h e  n u m b e r  o f a v a ila b le  s t u d ie s  o n  a id  e ffe c tiv e n e ss , t h e  im p a c t  o f a id  
is  s t i l l  d e b a te d . S o m e  s t u d ie s  d e d u c e  t h a t  a id  d o e s w o rk , a n d  o th e r s  t h a t  it  d o e s  
n o t. T h i s  d is p a r it y  c a n  b e  p a r t ly  e x p la in e d  b y  d iffe re n ce s in  d a t a  q u a lit y ,  a c c u r a c y  
a n d  a v a ila b il it y .  I n  m o s t  s it u a t io n s ,  it  is  d if f ic u lt  to  c o m p a r e  t h e  d e v e lo p m e n t o f  
a  c o u n t r y  w it h  o r w it h o u t  a id , a n d  v a r io u s  t y p e s  o f a id  p r o v id e  d iffe re n t o u tc o m e s  
t h a t  c a n  b e  n o t ic e d  in  t h e  s h o r t -r u n  o r in  t h e  lo n g -r u n .
O n e  o f t h e  c o n t r ib u t io n s  in  t h is  t h e s is  is  to  id e n t if y  th e  m a in  in f lu e n t ia l  fa c to r s  
b e h in d  a id  a llo c a t io n , w h e th e r  t h e  im p o r t a n c e  o f th e  r e c ip ie n t  n e e d  w o u ld  b e  th e  
p r io r it y  o r d o n o r  s e lf -in te r e s t  w o u ld  d o m in a t e  t h e  d e c is io n  m a k in g .
R ecipient and Donor characteristics
T h e  e ffe c tiv e n e ss o f fo re ig n  a id  m a y  n o t  b e  s o le ly  d e p e n d e n t  o n  th e  c o n d it io n s  w it h in  
r e c ip ie n ts  c o u n tr ie s . T h e  d o n o r  c o u n t r ie s  p la y  a s  im p o r t a n t  ro le  in  a c h ie v in g  a id  
e ffe c tiv e n e ss  a s  r e c ip ie n t  g o v e rn m e n ts .
C r i t i c s  o f fo re ig n  a id  p r o g r a m s  a r g u e  t h a t  p o v e r t y  re fle c ts  g o v e rn m e n t fa ilu r e .  
O n e  o f th e  f irs t  s t u d ie s  to  a n a ly s e  t h is  p r o b le m  w a s c o n d u c t e d  b y  B o o n e  ( 1 9 9 6 ) .  
B o o n e  ( 1 9 9 6 )  te s t s  a id  e ffe c tiv e n e ss  in  a id  r e c ip ie n t  c o u n tr ie s  b a s e d  o n  a n  a n a ly t ic a l  
fra m e w o rk  t h a t  r e la te s  a id  e ffe c tiv e n e ss  to  p o l it ic a l  a n d  e c o n o m ic  re g im e s . H e  te s ts  
t h e  r e d u c e d  fo r m  e q u a t io n s  u s in g  d a t a  o n  n o n m il it a r y  a id  flo w s in  96  c o u n tr ie s .  
B o o n e  ( 1 9 9 6 )  f in d s  t h a t  fo re ig n  a id  d o e s  n o t  s ig n if ic a n t ly  in c r e a s e  in v e s t m e n t  a n d
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g ro w th , d o e s n o t  b e n e fit  t h e  p o o r  (a s  m e a s u r e d  b y  im p r o v e m e n ts  in  h u m a n  d e v e l­
o p m e n t in d ic a t o r s ) ,  b u t  it  d o e s in c r e a s e  t h e  s iz e  o f g o v e rn m e n t. H e  a ls o  f in d s  t h a t  
t h e  im p a c t  o f a id  d o e s n o t  v a r y  a c c o r d in g  to  w h e th e r  th e  r e c ip ie n t  g o v e rn m e n ts  a re  
l ib e r a l  d e m o c r a t ic  o r h ig h ly  re p re s s iv e ; h o w e v e r, d e m o c r a c ie s  a n d  l ib e r a l  p o l it ic a l  
r e g im e s  h a v e  o n  a v e ra g e  3 0 %  lo w er in f a n t  m o r t a l it y  t h a n  th e  le a s t  free re g im e s.  
B o o n e  ( 1 9 9 6 )  c o n c lu d e s  t h a t  t h is  m a y  b e  d u e  to  a  g re a te r  e m p o w e rm e n t o f t h e  p o o r  
u n d e r  l ib e r a l  re g im e s  e v e n  t h o u g h  t h e  p o l it ic a l  e lite  c o n tin u e s  to  re c e iv e  th e  b e n e fits  
o f a id  p r o g r a m s . A n  im p lic a t io n  is  t h a t  s h o r t  t e r m  a id  t a r g e t e d  to  s u p p o r t  n e w  
l ib e r a l  re g im e s  m a y  b e  a  m o r e  s u c c e s s f u l m e a n s  o f r e d u c in g  p o v e r t y  t h a n  c u r r e n t  
p r o g r a m s  (B o o n e , 1 9 9 6 ) .
T h e  ro le  o f t h e  ‘r e c ip ie n t  c o u n t r y  c h a r a c t e r is t ic s ’ is  a ls o  a n a ly s e d  in  a  w e ll k n o w n  
s t u d y  o n  a id  e ff ic ie n c y  b y  B u r n s id e  a n d  D o lla r  (2 0 0 0 ). T h e y  e x a m in e  th e  r e la t io n s h ip  
b e tw e e n  fo re ig n  a id , e c o n o m ic  p o lic ie s  a n d  g ro w th  in  5 6  d e v e lo p in g  c o u n tr ie s  o ve r  
s ix  f o u r -y e a r  p e r io d s  fro m  1 9 7 0  to  1 9 9 3  a n d  u s e  in s t it u t io n a l  a n d  p o l it ic a l  v a r ia b le s  
s u c h  a s th e  b u d g e t  s u r p lu s , t h e  in f la t io n  r a t e  a n d  t h e  o p e n n e s s  d u m m y  d e v e lo p e d  
b y  S a c h s  a n d  W a r n e r  ( 1 9 9 5 )  to  e s t im a t e  t h e  ‘q u a l it y  o f g o o d  p o l ic y ’ . B u r n s id e  a n d  
D o lla r  (2 0 0 0 ) u se  t h e  W o r ld  B a n k  d a t a b a s e  o n  fo re ig n  a id  a n d  e s t im a t e  th e  m o d e l b y  
O L S  a n d  2 S L S  (b e c a u s e  e rro r t e r m s  m a y  b e  n e g a t iv e ly  c o r r e la te d  to  t h e  e x te n t  t h a t  
d o n o rs  r e s p o n d  to  n e g a tiv e  g ro w th  s h o c k s  b y  p r o v id in g  m o r e  a id ) .  T h e y  c o n c lu d e  
t h a t  a id  o n  a v e ra g e  h a s  a  p o s it iv e  im p a c t  o n  g ro w th  in  d e v e lo p in g  c o u n t r ie s  w it h  
g o o d  f is c a l,  m o n e ta r y , a n d  t r a d e  p o lic ie s  b u t  h a s  l it t le  effect in  th e  p r e se n ce  o f p o o r  
p o lic ie s . T h e i r  r e s u lts  su g g e st  t h a t  d is t r ib u t io n  o f  a id  s h o u ld  b e  m o r e  s e le c t iv e  in  
fa v o u r  o f  c o u n tr ie s  w h ic h  p u r s u e  s o u n d  p o lic ie s .
S im ila r  r e s u lts  a re  o b t a in e d  b y  E a s t e r ly  a n d  R e b e lo  ( 1 9 9 3 )  a n d  S a c h s  a n d  W ja rn e r
( 1 9 9 5 ) ,  w h o  c o n c lu d e  t h a t  g ro w th  o f d e v e lo p in g  e c o n o m ie s  d e p e n d s  to  a  la r g e  e x te n t  
o n  t h e ir  o w n  e c o n o m ic  p o lic ie s . T h e  q u e s t io n  a r is e s  a s to  w h o  d e fin e s  g o o d  p o lic ie s  
a n d  w h a t  t h e  c o n d it io n s  to  a c h ie v e  t h e m  a re , a s c o n d it io n a lit y  c a n  c r e a te  c o m m it ­
m e n t  to  a  c e r t a in  t a r g e t . F o r e ig n  a id  flo w s a re  m o re  l ik e ly  to  b e  e ffe ctiv e  if  b o t h  th e  
r e c ip ie n t  a n d  d o n o r  g o v e rn m e n ts  h a v e  t h e  a b i l i t y  to  id e n t if y  t h e ir  o w n  a d v a n ta g e s
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a n d  s tr e n g th s , w h ile  h a v in g  a  c a p a b il i t y  to  im p le m e n t  a ll  t h e  o u t lin e d  p r o g r a m m e s .
H o w e v e r, s u b s e q u e n t  l it e r a t u r e  (for e x a m p le  H a n s e n  a n d  T a r p ,  2 0 0 1 ;  D a lg a a r d  
a n d  H a n s e n , 2 0 0 1 ;  L e n s in k  a n d  W h it e ,  2 0 0 1 ;  E a s t e r ly ,  L e v in e  a n d  R o o d m a n ,  2 0 0 3 )  
d e m o n s tr a t e  th e  f r a g il it y  o f t h e  c o n c lu s io n s  re a c h e d  b y  B u r n s id e  a n d  D o lla r  (2 0 0 0 ).
O n  a  s im ila r  n o te , D a lg a a r d ,  H a n s e n  a n d  T a r p  (2 0 0 4 ) c o n c lu d e  t h a t  a id  in flo w s  
a ffe ct lo n g -r u n  p r o d u c t iv it y ,  b u t  th e  m a g n it u d e  d e p e n d s  u p o n  c l im a t ic  c o n d it io n s .  
A i d  is  m o r e  e ffe ctiv e  o u t s id e  th e  p o o r , c l im a t ic a l ly  c h a lle n g e d  c o u n t r ie s  (o u ts id e  
g e o g r a p h ic a l t r o p ic s ) .  S v e n s s o n  ( 1 9 9 9 ) ,  a s w e ll a s o th e r s , e x a m in e s  t h e  effect o f  
a id  o n  g ro w th  b y  th e  b e n e fits  to  t h e  r e c ip ie n t  r a t h e r  t h a n  to  t h e  d o n o r. S v e n s s o n
( 1 9 9 9 )  c o m e s to  th e  c o n c lu s io n  t h a t  a id  is  m o re  e ffe ctiv e  for g ro w th  in  c o u n tr ie s  
w h e re  d e m o c r a t ic  in s t it u t io n s  a re  p r e s e n t, b u t  n o t  in  t h e  re g im e s  r a n k in g  lo w  o n  
c iv i l  a n d  p o l it ic a l  l ib e r t ie s ; if  t h is  is  n o t  t h e  c a s e , t h e n  a id  w il l  b e  u s e d  to  s a t is f y  th e  
g o v e r n m e n t’s o w n  n o n -p r o d u c t iv e  g o a ls .
H a n s e n  a n d  T a r p  ( 2 0 0 1 )  e x a m in e  t h e  r e la t io n s h ip  b e tw e e n  fo re ig n  a id  a n d  g ro w th  
in  r e a l G D P  p e r  c a p it a  a n d  sh o w  t h a t  a id  in c r e a s e s  th e  g ro w th  r a t e , b u t  it  is  n o t  
c o n d it io n a l  o n  ‘g o o d ’ p o lic y . T h e y  c o n c lu d e  t h a t  th e r e  a re  d e c r e a s in g  r e tu r n s  to  a id ,  
so a id  is  e ffe ctiv e  in  p la c e s  w h e re  t h e  in flo w s h a v e  b e e n  s u f f ic ie n t ly  m o d e s t ; a n d  is  
s e n s it iv e  to  th e  c h o ic e  o f e s t im a t o r  a n d  t h e  se t o f  c o n tr o l v a r ia b le s . H a n s e n  a n d  T a r p  
( 2 0 0 1 )  f in d  t h a t  w h e n  in v e s tm e n t  a n d  h u m a n  c a p it a l  a re  c o n t r o lle d  fo r, n o  p o s it iv e  
effect o f a id  is  fo u n d , t h o u g h  a id  c o n t in u e s  to  im p a c t  o n  g ro w th  v i a  in v e s tm e n t .
E a s t e r ly ,  L e v in e  a n d  R o o d m a n  (2 0 0 4 ) h a v e  e x te n d e d  B u r n s id e  a n d  D o l l a r ’s
(2 0 0 0 ) d a t a s e t  a n d  f in d  t h a t  fo re ig n  a id  h a s  n o  im p a c t  o n  e c o n o m ic  g ro w th  e v e n  
in  r e c ip ie n t  c o u n tr ie s  w it h  ‘g o o d ’ p o lic ie s . O n e  o f th e  c o n c lu s io n s  t h a t  c a n  b e  m a d e  
fro m  t h is  s t u d y  is  t h a t  a id  e ffe c tiv e n e ss m a y  n o t  b e  d e p e n d e n t  o n  c o n d it io n s  w it h in  
r e c ip ie n t  c o u n tr ie s .
U p  to  t h is  p o in t  th e  d is c u s s io n  fo c u se s  o n  t h e  r e c ip ie n t  c o u n tr ie s . H o w e v e r, d o n o r  
c o u n t r y  b e h a v io u r  p la y s  a  s ig n if ic a n t  ro le  in  a llo c a t io n  a n d  e ffe c tiv e n e ss  o f fo re ig n  
a id , a s  w e ll a s  r e c ip ie n t  c h a r a c t e r is t ic s .  A s  it  w ill  b e  a n a ly s e d  in  C h a p t e r  5  o f t h is  
th e s is , fo re ig n  a id  a llo c a t io n s  c a n  b e  m o t iv a t e d  b y  v a r io u s  d e c is io n s , w h ic h  c a n  b e
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d e v e lo p m e n ta l a n d  n o n -d e v e lo p m e n ta l,  a n d  o n e  o f th e  c o n c lu s io n s  o f th e  a v a ila b le  
l it e r a t u r e  is  t h a t  n o n -d e v e lo p m e n ta l f a c to r s  a re  a s  im p o r t a n t  a s d e v e lo p m e n t fa c to r s .  
O n e  o f  t h e  f irs t  s t u d ie s  to  a n a ly s e  t h e  im p a c t  o f d o n o r p o lic ie s  o n  fo re ig n  a id  a llo ­
c a t io n s  w a s c o n d u c t e d  b y  D a lg a a r d  (2 0 0 8 ) . D a lg a a r d  (2 0 0 8 ) f in d s , t h a t  d e p e n d in g  
o n  s p e c if ic  d o n o r p o l ic y  c h o ic e s , fo r e ig n  a id  c a n  c re a te  fa s te r  t r a n s it io n a l  g ro w th , 
s t a g n a t io n  o r c y c lic a l  g ro w th  a n d  s u g g e s ts  t h a t  d o n o r p o lic ie s  m a y  b e  o n e o f th e  
re a s o n s  w h y  fo re ig n  a id  c a n n o t  b e  e ffe c tiv e  in  r a is in g  lo n g -r u n  p r o d u c t iv it y  a c r o s s  
r e c ip ie n ts .
A n o t h e r  s t u d y  w a s c o n d u c t e d  b y  M a c D o n a ld  a n d  H o d d in o t t  (2 0 0 4 ). T h e y  f in d  
t h a t  d o n o rs  a re  m o re  a v e rse  to  in e q u a lit y  a n d , a s  a  r e s u lt , g iv e  m o re  fo re ig n  a id  
to  t h e  p o o r e s t  c o u n tr ie s . D o n o r s  h a v e  v a r io u s  re a s o n s  to  p r o v id e  a id  a n d  o n ly  
so m e  a re  d ir e c t ly  r e la t e d  to  e c o n o m ic  d e v e lo p m e n t, fo r e x a m p le  fo re ig n  p o l ic y  a n d  
p o l it ic a l  r e la t io n s h ip s  m a y  b e  t h e  m o s t  im p o r t a n t  d e te r m in a n t s  o f a id  flow . M a n y  
d o n o rs  p r o v id e  a id  to  t h e ir  fo rm e r c o lo n ie s  a s  a  m e a n s  o f r e t a in in g  so m e  p o lit ic a l  
in f lu e n c e  ( A le s in a  a n d  D o lla r ,  2 0 0 0 ) . T h e  effect o f d o n o r c o u n t r ie s  b e h a v io u r  o n  a id  
a llo c a t io n s  is  d is c u s s e d  a n d  a n a ly s e d  in  C h a p t e r  5.
Foreign A id  and C onsum ption
E c o n o m ic  a s s is ta n c e  h a s  c o m b in e d  a  v a r ie t y  o f fo rm s a n d  h a s  b e e n  in te n d e d  to  m e e t  
a  v a r ie t y  o f o b je c t iv e s . T h e  flo w  o f  fo r e ig n  a id  fro m  h ig h  to  lo w -in c o m e  c o u n tr ie s  
c a n  b e  d iv id e d  in to  tw o  t y p e s : t h e  f irs t  t y p e  in c lu d e s  in c o m e  tr a n s f e r s  o f a  re lie f  
n a t u r e  s u c h  a s  e m e rg e n c y  a n d  d is t r e s s  r e lie f  (fo o d  t r a n s f e r s , m e d ic a l  a n d  re fu g e e  
re lie f, a n d  b a la n c e  o f p a y m e n ts  c r is is  s u p p o r t ) .  U s u a l ly  th e s e  tr a n s f e r s  a re  g e n e r a lly  
a  t e m p o r a r y  re s p o n s e  to  u n a n t ic ip a t e d  e v e n ts  o r s h o c k s  to  t h e  e c o n o m y . T h e y  h e lp  
to  f in a n c e  t r a n s it o r y  c o n s u m p t io n . A ls o ,  t h e y  c a n  b e  se e n  a s  a n  a tt e m p t  to  m a in t a in  
a  ‘s u b s is t e n c e ’ le v e l o f  c o n s u m p t io n  b y  a b s o r b in g  th e  s h o c k s  to  in c o m e  e n t ir e ly  b y  
c h a n g e s  in  s a v in g s . T h e  lo w  le v e l o f s a v in g s  a n d  t h e  c o n s t r a in t s  o n  fo re ig n  b o r ro w in g  
le a d  to  d e p e n d e n c y  o n  fo re ig n  tr a n s f e r s .
T h e  se c o n d  t y p e  o f a id  in c lu d e s  t h e  in c o m e  tr a n s f e r s  for d e v e lo p m e n t p u r p o s e s ,
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s u c h  a s p r o je c t  a id  a n d  t e c h n ic a l  a s s is ta n c e . T h e  le v e l a n d  d u r a t io n  o f th e s e  tr a n s f e r s  
a re  s ig n a lle d  b y  p a s t  a n d  c u r r e n t  c o m m it m e n t s  a n d  c a n  b e  a n t ic ip a t e d  b y  re c ip ie n ts .  
T h i s  t y p e  o f a id  is  m o re  s y s t e m a t ic  a n d  p e r m a n e n t . H o w e v e r, t h e  f u n g ib il i t y  o f th e s e  
f u n d s  is  s o m e w h a t  l im it e d  a s  t h e y  a re  t ie d  to  s p e c if ic  p r o je c t s  o r p r o g r a m m e s 16 .
I n  m o s t  c a s e s , it  is  a s s u m e d  t h a t  a id  is  u s e d  fo r in v e s t m e n t , b u t  in  r e a lit y  so m e  
o f a id  is  a lw a y s  g o in g  to  f in a n c e  a d d it io n a l  c o n s u m p t io n . I t  is  n o t  b a d  to  h a v e  a  
h ig h e r  le v e l o f  c o n s u m p t io n , b u t  it  w il l  n o t  b r in g  lo n g  r u n  g ro w th  in  p r o d u c t iv it y  
a n d  in v e s t m e n t . N e v e r th e le s s , a  s u b s t a n t ia l  p o r t io n  o f a id  is  u s e d  to  f in a n c e  in ­
v e s tm e n t  to  in c r e a s e  p r o d u c t iv it y  a n d  g ro w th , in  so m e  ca s e s  th e  e ffe cts c a n  b e  se e n  
f a s t  (for e x a m p le , in v e s t m e n t  in  t r a n s p o r t ,  c o m m u n ic a t io n , a g r ic u lt u r a l  te c h n o lo g ie s  
e tc .)  a n d  o th e r  in v e s t m e n t  m a y  n e e d  m o r e  t im e  to  see th e  b e n e fits  (fo r e x a m p le ,  
in v e s t m e n t  in  e d u c a t io n ) . M e a s u r e s  to  im p r o v e  th e  e ffe ctiv e n e ss o f g o v e rn m e n t in ­
s t it u t io n s ,  r e d u c e  c o r r u p t io n , in c r e a s e  a c c o u n t a b il it y  a n d  im p r o v e  t h e  e ffe ctiv e n e ss  
o f le g a l a d m in is t r a t io n  w il l  in c r e a s e  g ro w th  a n d  h a v e  a n  im p a c t  o n  d e v e lo p m e n t in  
t h e  lo n g  r u n  b y  r e d u c in g  c o s ts  fo r b u s in e s s e s , m in im is in g  r is k , e n h a n c in g  p r o p e r t y  
r ig h t s  a n d  c r e a t in g  sa fe  b u s in e s s  e n v ir o n m e n t  ( B a r d e r ,  2 0 0 6 ).
L e v y  ( 1 9 8 7 )  f in d s  t h a t  t h e  m a in  r e c ip ie n ts  o f d e v e lo p m e n t a s s is ta n c e  u se  a id  for  
c o n s u m p t io n  a n d  t h e  re s t  o f  fo re ig n  a id  is  s a v e d  o r in v e s te d . L e v y ’s ( 1 9 8 7 )  p a p e r  
a n a ly s e s  t h e  effect o f fo re ig n  tr a n s fe r s  ( a id  in  p a r t ic u la r )  o n  in v e s t m e n t  r a t e s  in  
lo w -in c o m e  c o u n tr ie s . L e v y ’s ( 1 9 8 7 )  e m p ir ic a l  f in d in g s  a re  b a s e d  o n  c r o s s -c o u n t r y  
c o m p a r is o n s  o f  a id  flo w s, s a v in g  r a te s  a n d  in v e s t m e n t  r a te s  o v e r p e r io d s  o f s ix  y e a r s  
o r m o re . U s in g  d a t a  fo r 1 9 6 8 -1 9 8 0 ,  L e v y  ( 1 9 8 7 )  f in d s  t h a t  s a v in g  r a t e s  a re  r e a s o n a b ly  
s t a b le  a n d  t h e  a id  flo w s v a r y  a n d  d e te r m in e  in v e s tm e n t  in  lo w -in c o m e  c o u n tr ie s .  
L e v y ’s ( 1 9 8 7 )  r e s u lts  su g g e s t  t h a t  m o s t  o f t h e  d e v e lo p m e n t a s s is ta n c e  a n t ic ip a t e d  
for a  f ix e d  c a p it a l  f o r m a t io n  is  in  f a c t  in v e s t e d . L e v y ’s ( 1 9 8 7 )  r e s u lts  c o n f ir m  t h a t  th e  
c o n t in u o u s  in c r e a s e  in  t h e  a id  r a t io  b r in g  a n  e q u iv a le n t  in c r e a s e  in  t h e  in v e s tm e n t
16Transfers from foreign sources form an important part of the total income of low-income 
countries. In some cases they can account for up to 20% of total income. Foreign transfers include 
pure grants and official (bilateral and multilateral) loans, made up of interest rates below market 
levels and have long maturity periods, is in general very high, especially for the poorest countries 
(over 90%). Such loans can be treated as pure transfers.
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r a t io . A ls o ,  L e v y  ( 1 9 8 7 )  f in d s  w h a t  p r o p o r t io n  o f fo re ig n  a id  is  u s e d  to  f in a n c e  
c u r r e n t  c o n s u m p t io n , a s a id  re c e iv e d  b y  c o u n t r y  c a n  b e  u s e d  m o s t ly  fo r c o n s u m p t io n  
a n d / o r  b e in g  in v e s te d .
2.4 ‘D utch D isease5
T h e  effects o f fo re ig n  a id  o n  d e v e lo p m e n t  a n d  g ro w th  a re  a m b ig u o u s  a n d  in c o n ­
c lu s iv e  in  m o s t  o f a id  e ffe c tiv e n e ss  s t u d ie s , a s  it  w a s d is c u s s e d  e a r lie r . O n e  o f th e  
p o s s ib le  e x p la n a t io n s  c a n  b e  t h e  s id e -e ffe e ts  o f  ‘D u t c h  d is e a s e ’ . T h e  c o n c e p t  o f  
‘D u t c h  d is e a s e ’ a t t e m p t s  to  e x p la in  t h e  s e e m in g  r e la t io n s h ip  b e tw e e n  t h e  e x p lo it a ­
t io n  o f n a t u r a l  re s o u rc e s  a n d  t h e  d e c lin e  in  th e  m a n u f a c t u r in g  s e c to r. T h e  t h e o r y  
o n  ‘D u t c h  d is e a s e ’ im p lie s  t h a t  a n  e x t r a  in c o m e  re c e iv e d  fro m  n a t u r a l  re s o u rc e s  e x ­
p lo r a t io n  w ill  a ffe ct a  n a t io n ’s e c o n o m y  b y  r a is in g  th e  e x c h a n g e  r a t e , w h ic h  w il l  le a d  
to  a  le ss  c o m p e t it iv e  m a n u f a c t u r in g  se c to r.
T h e  m o t iv a t io n  o f t h is  c h a p t e r  is  to  e x a m in e  th e  p o s s ib i l it y  o f  ‘D u t c h  d is e a s e ’ 
c a u s in g  a n  a d v e r s e  effect o f a id  o n  d e v e lo p m e n t a n d  g ro w th  in  p o o r  c o u n tr ie s . ‘D u t c h  
d is e a s e ’ effect h a s  a  d ir e c t  im p a c t  o n  t h e  s e c t o r a l c o m p o s it io n  w it h in  th e  e c o n o m y ,  
w h ic h  in  t u r n  w ill  h a v e  a n  effect o n  d e v e lo p m e n t a n d  g ro w th . M o r e  p r e c is e ly , fo re ig n  
a id  h a s  a  n e g a tiv e  effect o n  t h e  p r im a r y  s e c to r  p r o d u c t io n  a n d  c a u s e s  t h e  c u r r e n c y  
to  a p p r e c ia t e , w h ic h  le a d s  to  ‘D u t c h  d is e a s e ’ . F r o m  a  t h e o r e t ic a l p o in t  o f v ie w , t h e  
in e ffe c tiv e n e s s  o f fo re ig n  a id  c a n  b e  e x p la in e d  a n d  a n a ly s e d  w it h o u t  a n y  d iff ic u lt ie s .  
N e v e r th e le s s , e m p ir ic a l  e s t im a t io n s  d o  n o t  c o n f ir m  th e  t h e o r e t ic a l e x p la n a t io n  b a s e d  
o n  p a n e l e s t im a t io n  o f  9 L a t i n  A m e r ic a n  c o u n t r ie s  a n d  5  A s i a n  c o u n tr ie s . A lt e r n a t iv e  
m e a s u r e s  a re  u s e d  to  c h e c k  for t h e  l in k  b e tw e e n  fo re ig n  a id  a n d  ‘D u t c h  d is e a s e ’ .
T h e  la s t  c h a p te r  o f m y  t h e s is  is  t h e  effect o f c o r r u p t io n  o n  e c o n o m ic  g ro w th  a n d  
it s  effect o n  th e  e ffe ctiv e n e ss  o f fo re ig n  a id .
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2.5 Corruption
A  la r g e  n u m b e r  o f c r it ic is m s  c o n c e r n in g  t h e  e ffe ctiv e n e ss  o f  fo re ig n  a id  is  a s s o c i­
a te d  w it h  p o o r  g o v e rn a n c e  o f t h e  r e c ip ie n t  c o u n t r y  a n d  a n  u n f a v o u r a b le  e c o n o m ic  
e n v ir o n m e n t , see for e x a m p le  B u r n s id e  a n d  D o lla r  (2 0 0 0 ). H o w e v e r, t h e  effects o f  
c o r r u p t io n  h a v e  n o t  b e e n  e x p lo r e d  s u b s t a n t ia lly ,  e v e n  t h o u g h  c o r r u p t io n  m ig h t  h a v e  
a n  a d v e r s e  effect o n  th e  e c o n o m y  b y  p r e v e n t in g  fo re ig n  a id  to  r e a lis e  it s  f u ll  b e n e fit.
C o r r u p t io n  is  b e lie v e d  to  a ffe ct e c o n o m ic  g ro w th  a n d  m a y  h a v e  a  g lo b a l h a r m f u l  
effect o n  lo c a l  in s t it u t io n s .  C o r r u p t io n  m a y  r a is e  th e  p o s s ib i l it y  o f a n  in c r e a s e  in  
p o v e r t y  a n d  m a y  e n c o u r a g e  in e ff ic ie n t  r e g u la t io n , w h ic h  in  t u r n  m a y  m a k e  m a r k e ts  
le ss e ffic ie n t. A s  a  r e s u lt , c o u n t r ie s  w it h  s t r o n g  p r o p e r t y  r ig h t s , lo w  le v e l o f c o r r u p ­
t io n  a n d  b e t t e r  g o v e rn a n c e  m a y  h a v e  a  h ig h e r  p o t e n t ia l  to  g ro w  a n d  d e v e lo p  t h a n  
o th e r  c o u n tr ie s . T h e s e  fa c to r s  h a v e  a  d ir e c t  im p a c t  o n  th e  p o l ic y  o f  fo re ig n  a id  a n d  
h o w  it  is  t r a n s f e r r e d  to  p o o r  c o u n tr ie s .
O n e  o f t h e  s t u d ie s  o n  th e  e ffe cts o f c o r r u p t io n  o n  e c o n o m ic  g ro w th  w a s d o n e  b y  
M a u r o  ( 1 9 9 5 ) .  M a u r o  ( 1 9 9 5 )  f in d s  t h a t  h ig h e r  le v e ls  o f c o r r u p t io n  a re  a s s o c ia te d  
w it h  lo w  e c o n o m ic  g ro w th . S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  o b t a in  r e s u lts  w h ic h  in d ic a t e  
t h a t  c o r r u p t io n  a ffe cts e c o n o m y  a n d  is  c o s t ly  to  d e v e lo p m e n t. O n  t h e  o th e r  h a n d ,  
o n e o f t h e  few  s t u d ie s  to  e x a m in e  t h e  effect o f c o r r u p t io n  o n  a id  w a s  d o n e  b y  A le s in a  
a n d  W e d e r  (2 0 0 2 ) . T h e  s t u d y  b y  A le s in a  a n d  W e d e r  (2 0 0 2 )  e x a m in e  w h e th e r m o re  
c o r r u p t  g o v e rn m e n ts  r e c e iv e d  le ss  o f  b i la t e r a l  a id . T h e  e m p ir ic a l  r e s u lts  for th e  
p e r io d  1 9 7 5 - 1 9 9 4  su g g e st t h a t  t h e r e  is  n o  e v id e n c e  t h a t  b i la t e r a l  o r  m u lt i la t e r a l  a id  
g o e s d is p r o p o r t io n a t e ly  to  le ss  c o r r u p t  g o v e rn m e n ts .
2.6 Conclusion
T h i s  c h a p te r  d is c u s s e d  a n d  s u m m a r is e d  t h e  e m p ir ic a l  l it e r a t u r e  a n d  t h e o r y  in  th e  
a r e a  o f fo re ig n  a id  a n d  g ro w th , a s w e ll a s  ‘D u t c h  d is e a s e ’ , s t r u c t u r a l  t r a n s f o r m a t io n  
a n d  c o r r u p t io n . A l l  t h e  a b o v e  c o n c e p ts  a n d  t h e  a v a ila b le  e m p ir ic a l  s t u d ie s  a llo w  th e  
p o s s ib i lit y  to  h a v e  a  g o o d  o v e r a ll p ic t u r e  a n d  to  in v e s t ig a te  th e  re s e a r c h  q u e s tio n s
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t h a t  I  w a n t  to  a d d re s s  in  m y  t h e s is . T h e s e  a re a s  a re  r e la t e d  a n d  a ll  o f  t h e m  h a v e  
a n  effect o n  th e  e ffe c tiv e n e ss  o f fo r e ig n  a id . I n  a d d it io n ,  b y  c h o o s in g  th e  s e le c te d  
t o p ic s ,  I  w a n t  to  c o v e r d iffe re n t s id e s  o f fo re ig n  a id  a n d  e x a m in e  t h e  e ffe ctiv e n e ss  o f  
fo re ig n  a id  fro m  t h e  r e c ip ie n t ’s  p o in t  o f v ie w  a n d  fro m  t h e  d o n o r ’s p o in t  o f v ie w .
A  la r g e  e m p ir ic a l  l it e r a t u r e  g iv e s  t h o u g h t  o n  t h e  q u e s t io n  o f fo re ig n  a id  effec­
t iv e n e s s . S e v e r a l e m p ir ic a l  s t u d ie s  h a v e  fo u n d  a  p o s it iv e  im p a c t  o f fo re ig n  a id  o n  
g ro w th , h o w e v e r s e v e ra l o th e r  h a v e  r e a c h e d  t h e  o p p o s ite  c o n c lu s io n . T h e  im p a c t  
o f fo re ig n  a id  v a r ie s  fro m  s t u d y  to  s t u d y  a n d  fro m  c o u n t r y  to  c o u n t r y ; a n d  la r g e ly  
d e p e n d s  o n  t h e  v a r ia b le s  in c lu d e d  in to  t h e  m o d e l.
T o  c o n c lu d e , th e  o v e r a ll p ic t u r e  o f  fo re ig n  a id  a n d  its  effect o n  d e v e lo p in g  c o u n ­
t r ie s  is  s t i l l  n o t  v e r y  c le a r . T h e  e ffe c tiv e n e ss  o f  fo re ig n  a id  c a n  n o t  b e  s a id  w it h  
c e r t a in t y , d u e  to  m a n y  u n p le a s a n t  e x p e r ie n c e s  fro m  th e  p a s t . T h e  e m p ir ic a l  l it e r a ­
t u r e  p r e s e n te d  in  t h is  c h a p te r  r e la te s  c lo s e ly  to  t h e  is su e s  a d d r e s s e d  in  th e  fo llo w in g  
c h a p te r s  o f t h is  th e s is .
M a n y  is s u e s  r e q u ir e  f u r t h e r  r e s e a r c h  o n  a id  e ffe ctiv e n e ss  a n d  th e r e  a re  u n a n ­
sw e re d  q u e s tio n s , a n d  I  w il l  t r y  to  r e s e a r c h  in  m o re  d e t a il  in  t h is  th e s is  so m e  o f  
th e s e  q u e s tio n s . T h e  f irs t  q u e s t io n  t h a t  w il l  b e  d is c u s s e d  in  t h e  f o llo w in g  c h a p te r s  
is  fo re ig n  a id  a  d r iv e r  fo r s t r u c t u r a l  t r a n s f o r m a t io n  or th e r e  is  t h e  p o s s ib i l it y  o f  
p re s e n c e  o f ‘D u t c h  d is e a s e ’ in  t h e  p r o v is io n  o f fo re ig n , a s  th e r e  a re  m a n y  a s p e c ts  
o f it  t h a t  m a y  d e s tr o y  t h e  g o o d  ‘in t e n t io n s ’ . T h e  s e c o n d  q u e s t io n  t h a t  is  n o t  f u lly  
a n s w e re d  is  w h e th e r  th e  f u ll  p o t e n t ia l  o f fo re ig n  a id  m a y  b e  is  n o t  a c h ie v e d  d u e  to  
t h e  d is t o r t in g  b e h a v io u r  o f d o n o r  g o v e rn m e n ts . T h e  t h ir d  q u e s t io n  o f t h is  th e s is  is  
w h e th e r  fo re ig n  a id  m a y  b e  in e ffe c tiv e  d u e  to  c o r r u p t  g o v e rn m e n ts  o f  th e  r e c ip ie n t  
n a t io n s . A l l  o f th e  a b o v e  q u e s t io n s  w e re  n o t  a d d re s s e d  a t  a l l  o r n o t  f u l ly  a d d re s s e d  
in  th e  l it e r a t u r e  a n d  m a n y  c o n t r a d ic t in g  v ie w s  p r e v a il.
CHAPTER 3
Does Aid Lead to  Higher Investment Rates in Low-income 
Countries?
3.1 Introduction
A s  d is c u s s e d  in  t h e  p r e v io u s  c h a p te r s , fo re ig n  a id  is  a  v e r y  im p o r t a n t  c o m p o n e n t  o f  
t h e  e c o n o m y  for a lm o s t  a l l  lo w -in c o m e  c o u n t r ie s . T h e s e  c o u n t r ie s  r e ly  h e a v ily  o n  
fo re ig n  a s s is ta n c e  a n d  a id  in  o rd e r to  d e c r e a s e  p o v e r t y  le v e ls , w h ic h  in  t h e ir  c a s e  
a re  e x tr e m e ly  h ig h . F o r e ig n  a id  t r a n s f e r s  in c r e a s e d  s ig n if ic a n t ly  s in c e  t h e  1 9 7 0 s  a n d  
b e c a m e  a  s ig n if ic a n t  c h a n n e l to  re c e iv e  m o n e y  fro m  th e  d e v e lo p e d  w o rld . A c c o r d in g  
to  L e v y  ( 1 9 8 7 ) ,  in v e s t m e n t  r a te s  w e re  3 0 %  to  4 0 %  h ig h e r  in  p o s t - 1 9 7 3  p e r io d  t h a n  
in  t h e  p r e v io u s  d e c a d e .
T h u s ,  in  t h is  c h a p te r , I  i l lu s t r a t e  t h e  d e b a te  o n  th e  e ffe c tiv e n e ss  o f a id  b y  re ­
a s s e s s in g  th e  r e s u lts  b y  L e v y  ( 1 9 8 7 ) .  T h i s  s e m in a l p a p e r  a n a ly s e s  t h e  effect of for­
e ig n  tr a n s f e r s  ( a id  in  p a r t ic u la r )  o n  in v e s t m e n t  r a te s  in  lo w -in c o m e  c o u n tr ie s . L e v y  
( 1 9 8 7 )  f in d s  t h a t  t h e  m a in  r e c ip ie n ts  o f d e v e lo p m e n t  a s s is ta n c e  u se  a id  fo r c o n s u m p ­
t io n  a n d  t h e  re s t  o f fo re ig n  a id  is  s a v e d  o r in v e s te d . L e v y ’s e m p ir ic a l  f in d in g s  a re
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b a s e d  o n  c r o s s -c o u n t r y  c o m p a r is o n s  o f  a id  flo w s, s a v in g  r a te s  a n d  in v e s t m e n t  r a te s  
o v e r p e r io d s  o f  s ix  y e a r s  o r m o re , u s in g  d a t a  fro m  1 9 6 8 -1 9 8 0 .
T h e  p u r p o s e  o f  t h is  s t u d y  is  tw o fo ld . F i r s t ly ,  I  w is h  to  a s c e r t a in  to  w h a t  e x te n t  
L e v y ’s r e s u lts  h o ld  w h e n  a n  u p d a t e d  d a t a s e t  is  u se d . I n  o th e r  w o rd s , I  re a ss e ss  
h o w  th e  e m p ir ic a l  f in d in g s  in  th e  l it e r a t u r e  m ig h t  b e  d a t a -d e p e n d e n t . T o  c a r r y  t h is  
o u t, I  h a v e  c o lle c te d  d a t a  fro m  1 9 6 0  u n t i l  2 0 0 3 , t h u s  s ig n if ic a n t ly  e x te n d in g  th e  
s a m p le  p e r io d  u n d e r  s tu d y . S e c o n d ly , it  is  a  u s e fu l e x e rc is e  to  c o m p a r e  d iffe re n t  
m e th o d o lo g ie s . F o llo w in g  t h e  d is c u s s io n  in  th e  p r e v io u s  c h a p te r , I  p ro p o s e  th e  
u se  o f p a n e l d a t a  m e th o d s , w h e re a s  L e v y  ( 1 9 8 7 )  e m p lo y s  c r o s s -s e c t io n  e s t im a t io n ,  
b a s e d  o n  p e r io d -a v e r  ages. A  p a n e l d a t a  a p p r o a c h  th e re fo re  u se s t h e  w h o le  s a m p le  
in f o r m a t io n  in  a  m o re  e ffic ie n t m a n n e r , t h u s  a llo w in g  to  a sse ss  h o w  r o b u s t  L e v y ’s 
( 1 9 8 7 )  f in d in g s  a re  a c r o s s  d iffe re n t m e th o d s .
P r e v io u s  p a p e r s  a n a ly s e d  t h e  ‘d e c r e a s in g  s a v in g s  e ffe ct’ o f  a  fo r e ig n  in flo w , fo r  
e x a m p le  W e is s k o p f  ( 1 9 7 2 ) ,  P a p a n e k  ( 1 9 7 2 ) ,  P a p a n e k  ( 1 9 7 3 )  a n d  C h e n e r y  a n d  S t r o u t  
( 1 9 6 6 ) .  M u c h  o f th e  l it e r a t u r e  u p  to  t h a t  p o in t  re a c h e d  th e  c o n c lu s io n  t h a t  m o s t  
o f th e  a id  in  th e  lo w -in c o m e  c o u n t r ie s  w a s  b e in g  c h a n n e lle d  to w a r d s  c u r r e n t  c o n ­
s u m p t io n . H o w e v e r, a s d is c u s s e d  in  C h a p t e r  2 , t h e  b a s is  for e c o n o m ic  g ro w th  a n d  
d e v e lo p m e n t o f  th e  e c o n o m y  c a n  o n ly  b e  a c h ie v e d  b y  a n  in c r e a s e  in  in v e s tm e n t .  
In d e e d , a s  n o te d  in  L e v y  ( 1 9 8 7 ) ,  s a v in g  is  d e fin e d  a s  a  d iffe re n ce  b e tw e e n  n a t io n a l  
in c o m e  a n d  c o n s u m p t io n , so a n y  in c r e a s e  in  c o n s u m p t io n  fro m  t h e  p r o c e e d s  o f a  n e t  
c a p it a l  in flo w , w it h  a  g iv e n  in c o m e , im p lie s  lo w er s a v in g s .
T h e r e fo r e , L e v y  ( 1 9 8 7 )  e x a m in e s  t h e  e x te n t  o f th e  r e la t io n s h ip  b e tw e e n  t h e  in ­
c re a s e  in  in v e s t m e n t  r a t e  a n d  t h e  g r o w th  in  c o n c e s s io n a r y  a id  flo w s to  th e  lo w -  
in c o m e  c o u n tr ie s . L e v y  ( 1 9 8 7 )  f in d s  t h a t  s a v in g  r a te s  a re  r e a s o n a b ly  s t a b le  a n d  th e  
a id  flo w s v a r y  a n d  d e te r m in e  in v e s t m e n t  in  lo w -in c o m e  c o u n tr ie s . H is  r e s u lts  s u g ­
g e st t h a t  m o s t  o f  d e v e lo p m e n t a s s is t a n c e  a n t ic ip a t e d  for f ix e d  c a p it a l  f o r m a t io n  is  
in  f a c t  in v e s te d . L e v y ’s r e s u lts  c o n f ir m  t h a t  t h e  c o n t in u o u s  in c r e a s e  in  t h e  a id  r a t io  
b r in g  a n  e q u iv a le n t  in c r e a s e  to  th e  in v e s t m e n t  r a t io . A ls o ,  L e v y  ( 1 9 8 7 )  f in d s  w h a t  
p r o p o r t io n  o f fo re ig n  a id  is  u s e d  to  f in a n c e  c u r r e n t  c o n s u m p t io n , a s a id  re c e iv e d  b y
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a  c o u n t r y  c a n  b e  u s e d  m o s t ly  for c o n s u m p t io n  a n d /o r  c a n  b e  in v e s te d .
A s  m e n t io n e d  a b o v e , L e v y  ( 1 9 8 7 )  a n a ly s e s  s ix -y e a r  ( 1 9 7 4 -1 9 8 0 )  a n d  t w e lv e -y e a r  
( 1 9 6 8 -1 9 8 0 )  a v e ra g e s  for 4 6  lo w -in c o m e  c o u n tr ie s . I n  c o n t r a s t , I  a n a ly s e  6 1  c o u n tr ie s  
( in it ia l ly ) ,  u s in g  a n n u a l d a t a  fo r t h e  p e r io d  1 9 6 0 -2 0 0 3 .  N e x t ,  I  d is c u s s  t h e  d a t a  a n d  
m e th o d s  in  m o re  d e ta il.
3.2 D ata and M ethods
I  h a v e  c o lle c te d  d a t a  o n  lo w -in c o m e  c o u n tr ie s , w h ic h , a c c o r d in g  to  t h e  W o r ld  B a n k ,  
a m o u n t  to  6 1 1 (see l is t  o f  c o u n t r ie s  in  A p p e n d ix  A . 2 ) . F o r  p r a c t ic a l  re a s o n s , t h e  
W o r ld  B a n k  d iv id e s  c o u n tr ie s  in to  g r o u p s , in  w h ic h  th e  m a in  c r it e r io n  is  g ro ss  n a ­
t io n a l  in c o m e  ( G N I )  p e r  c a p it a 2 . H o w e v e r, p r e v io u s ly  t h is  t e r m  w a s re fe rre d  to  a s  
G r o s s  N a t io n a l  P r o d u c t  ( G N P ) .
L e v y  u se s  d a t a  fro m  lo w -in c o m e  e c o n o m ie s  a s w e ll, b u t  in  h is  s t u d y  h e  t a k e s  
in to  a c c o u n t  o n ly  4 6  lo w -in c o m e  c o u n t r ie s  w it h  a  1 9 7 0  p e r  c a p it a  G N P  le ss  t h a n  
$ 7 5 0  (s e v e n  c o u n tr ie s  a re  e x c lu d e d  b e c a u s e  o f in c o m p le t e  d a t a : L ib e r ia ,  B u r k in a ,  
Z a m b ia ,  C e n t r a l  A f r ic a n  R e p u b lic ,  C h a d ,  M a l i  a n d  M a u r it a n ia ) .
I  c o lle c te d  d a t a  for 6 1  lo w -in c o m e  c o u n t r ie s  fro m  19 6 0  to  2 0 0 3 . H o w e v e r, th e r e  
a re  m a n y  g a p s  in  t h e  d a t a  a n d , to  m a x im is e  th e  n u m b e r  o f o b s e r v a t io n s  u s e d , I  
d e c id e d  to  g ro u p  c o u n tr ie s  to g e th e r. I n  t o t a l  th e r e  a re  f iv e  g ro u p s , o n e  o f w h ic h  
is  th e  g ro u p  o f e x c lu d e d  c o u n tr ie s . T h e  f irs t  g ro u p  c o n s is ts  o f  2 1  c o u n t r ie s  a n d  
c o v e rs  t h e  lo n g e s t  p e r io d  o f  1 9 6 0  to  2 0 0 3 , h o w e v e r it  h a s  t h e  s m a lle s t  n u m b e r  o f  
in c lu d e d  c o u n tr ie s . T h e  se c o n d  g r o u p  c o v e rs  th e  p e r io d  fro m  1 9 7 0  to  2 0 0 3  a n d  
in c lu d e s  2 9  c o u n tr ie s . T h e  t h ir d  g ro u p  in c lu d e s  c o u n tr ie s  t h a t  a re  e x c lu d e d  fro m
:At the time of data collection.
2According to World Bank, economies are divided by 2003 GNI per capita, calculated using 
the World Bank Atlas Method, in order to reduce the impact of exchange rate fluctuations in the 
cross-country comparisons of national incomes. A country is classified as low-income economy, if 
its GNI per capita is lower than $765. The Atlas conversion factor for any year is the average of 
a country’s exchange rates (or any other conversion factor) for that year and its exchange rates 
for the two preceding years, adjusted to the difference between the rate of inflation in the country, 
and through 2000, that in the G-5 countries (France, Germany, Japan, the United Kingdom, and 
the United States). A country’s inflation rate is measured by the change in its GDP deflator.
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th e  l is t .  A s  a  r e s u lt  o f in c o n s is t e n c ie s  in  t h e  d a t a ,  I  c o u ld  n o t  a llo c a t e  t h e m  to  a n y  
o f th e  fo u r e x is t in g  g ro u p s . T h e s e  c o u n t r ie s  a re : A f g h a n is t a n ,  A n g o la ,  C h a d ,  C o n g o  
D e m . R e p , E q u a t o r ia l  G u in e a ,  K o r e a  D e m . R e p , L a o  P D R ,  L ib e r ia ,  M y a n m a r ,  
S o lo m o n  Is la n d s ,  S o m a lia ,  S u d a n  a n d  T im o r -L e s t e .  T h e  f o u r t h  g ro u p  c o n s is ts  o f  
3 8  c o u n t r ie s  a n d  c o v e rs  th e  p e r io d  o f 1 9 8 6 -2 0 0 3 .  T h e  f ifth  g r o u p  h a s  th e  la r g e s t  
n u m b e r  o f c o u n tr ie s , 4 5 , h o w e v e r i t  c o v e rs  t h e  s h o rte s t  t im e  p e r io d  fro m  1 9 9 3  to  
2 0 0 3 . O v e r a ll,  e a c h  g ro u p  h a s  d iffe re n t t im e  p e r io d s , t h o u g h  e a c h  g ro u p  fo rm s a  
b a la n c e d  p a n e l. A l l  f iv e  c o u n t r y  g r o u p s  c a n  b e  fo u n d  in  A p p e n d ix  A .3 .
A lt h o u g h  a ll  t h e  c o u n tr ie s  a re  c la s s if ie d  a s lo w -in c o m e  c o u n t r ie s , th e r e  is  a  s u b ­
s t a n t ia l  v a r ia t io n  in  th e  le v e l o f  in v e s t m e n t , a id , s a v in g  a n d  G D P  b e tw e e n  t h e m .  
T h e s e  d iffe re n ce s c a n  b e  re fle c te d  in  t h e  le v e l o f d e v e lo p m e n t o f e a c h  c o u n tr y , it s  
u se  a n d  a p p lic a t io n  o f p o lic ie s  a m o n g  o th e r  f a c to r s , s u c h  a s p o l it ic a l ,  g e o g r a p h ic a l  
a n d  s o c io lo g ic a l.
I n  o rd e r to  a n sw e r t h e  m a in  q u e s t io n  o f  th e  p a p e r , I  u se  L e v y ’s e q u a t io n  to  a sse ss  
t h e  r e la t io n s h ip  b e tw e e n  a id  flo w s, s a v in g  r a te s  a n d  in v e s t m e n t  ra te s .
( I / Y ) it = a  +  P (S /Y ) it +  T (A /Y ) it +  sit ( 3 . 1 )
w h e re : ( I / Y ) it is  t h e  r a t io  o f g ro ss  d o m e s t ic  in v e s t m e n t  to  g ro ss  d o m e s t ic  p r o d u c t  o f  
c o u n t r y  i a t  t im e  t; (S /Y )u  is  th e  r a t io  o f g ro ss  d o m e s t ic  s a v in g s  to  g ro ss  d o m e s t ic  
p r o d u c t  o f  c o u n t r y  i a t  t im e  t ; (A / Y ) it is  t h e  r a t io  o f O D A  to  g ro ss  d o m e s t ic  p r o d u c t  
o f c o u n t r y  i a t  t im e  t\ £u is  a n  e rro r  te r m .
T h e  a b o v e  e q u a t io n  sh o w s t h a t  a n  e s t im a t e  o f T  c lo se  to  o n e  w o u ld  in d ic a t e  t h a t  
m o s t  o f t h e  a id  flow  to  a  c o u n t r y  h a s  b e e n  in v e s te d . H o w e v e r, s in c e  so m e  o f th e  a id  
r e q u ir e s  t h e  lo c a l g o v e rn m e n t to  s u p p le m e n t  t h e  p r o je c t  w it h  a d d it io n a l  re so u rc e s  
o f it s  o w n , t h e  effect o f a id  o n  in v e s t m e n t  m a y  in v o lv e  a  m u lt ip l ie r  effect t h a t  w o u ld  
m a k e  T g re a te r  t h a n  o n e  ( L e v y , 1 9 8 7 ) .  A n  e s t im a t e  o f (3 c lo s e  to  o n e  w o u ld  in d ic a t e  
t h a t  m o s t  o f th e  in c r e m e n t a l s a v in g  in  a  c o u n t r y  is  in v e s te d  d o m e s t ic a lly .  N e v e r ­
th e le s s , it  c o u ld  a ls o  re fle c t  o th e r  c a u s e s  o f  v a r ia t io n  in  b o t h  d o m e s t ic  s a v in g s  a n d  
in v e s t m e n t , s u c h  a s a  h ig h e r  r a t e  o f r e tu r n .
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3.2.1 Fixed effects vs. random effects model
I n  t h is  c h a p te r , a s  w e ll a s in  th e  f o llo w in g  c h a p te r s , I  h a v e  u s e d  f ix e d  e ffects m o d e l  
( F E M ) .  T h e  F E M  u s in g  d u m m y  v a r ia b le s  is  k n o w n  a s  t h e  L e a s t -S q u a r e s  d u m m y  
v a r ia b le  ( L S D V )  re g r e s s io n  m o d e l. F i x e d  effects m o d e l t a k e s  in to  a c c o u n t  th e  in ­
d iv id u a l it y  o f e a c h  c o u n t r y  a n d  a s s u m e s  t h a t  e a c h  c r o s s -s e c t io n a l u n it  m a y  h a v e  
so m e  s p e c ia l c h a r a c t e r is t ic s  o f it s  o w n . I n  F E M  m o d e ls , t h e  in te r c e p t  v a r ie s  fo r e a c h  
c o u n t r y  b u t  s t i l l  a s s u m e s  t h a t  t h e  s lo p e  c o e ffic ie n ts  a re  c o n s t a n t  a c r o s s  c o u n tr ie s .  
T h e  d e c is io n  to  u se  f ix e d  effects is  b a s e d  o n  t h e  a s s u m p t io n  t h a t  e rro r c o m p o n e n t  
is  c o r r e la t e d  w it h  th e  e x p la n a t o r y  v a r ia b le s .
T h e  a lt e r n a t iv e  to  f ix e d  effects m o d e l is  th e  r a n d o m  e ffects m o d e l. R a n d o m  
effects m o d e ls  a s s u m e  t h a t  t h e  in te r c e p t  o f  a n  in d iv id u a l  u n it  is  r a n d o m  d r a w in g  
fro m  a  m u c h  la r g e r  p o p u la t io n  w it h  a  c o n s t a n t  m e a n  v a lu e . H o w e v e r, th e  a p p lic a t io n  
o f r a n d o m  e ffects s o m e tim e s  c a n  b e  u n r e a lis t ic ,  so th e  c h o ic e  o f f ix e d  effects c a n  b e  
m o r e  s t r a ig h t  fo rw a rd , e v e n  w h e n  t h e  r a n d o m  effects c a n  b e  u s e d  ( a c c o r d in g  to  
H a u s m a n  te s t) .
T h e  a p p r o p r ia te  te s t  to  ch o o se  t h e  f ix e d  effects m o d e l o r r a n d o m  effect m o d e l is  to  
u se  th e  H a u s m a n  ( 1 9 7 8 )  te s t . I n  f ix e d  e ffe cts m o d e ls  t h e  in te r c e p t  in  t h e  re g re s s io n  
m o d e l is  a llo w e d  to  d iffe r a m o n g  in d iv id u a ls  in  r e c o g n it io n  o f t h e  fa c t  t h a t  e a c h  
c ro s s  s e c t io n a l u n it  h a v e  so m e  s p e c ia l  c h a r a c t e r is t ic s  o f  it s  o w n . W h i le ,  a  c e n t r a l  
a s s u m p t io n  in  r a n d o m  effects e s t im a t io n  is  t h e  a s s u m p t io n  t h a t  t h e  r a n d o m  effects  
a re  u n c o r r e la t e d  w it h  th e  e x p la n a t o r y  v a r ia b le s .  I  h a v e  p e r fo r m e d  t h e  H a u s m a n  te s t ,  
w h e re  t h e  n u ll  h y p o th e s is  is  t h a t  r a n d o m  e ffects a re  u n c o r r e la t e d  w it h  e x p la n a t o r y  
v a r ia b le s . I f  p . v a lu e  is  b e lo w  0 .0 5 , t h e n  t h e  n u ll  h y p o th e s is  is  r e je c te d  in  fa v o u r  
o f a lt e r n a t iv e  a n d  w e c o n c lu d e  t h a t  r a n d o m  effects a re  c o r r e la te d  w it h  e x p la n a t o r y  
v a r ia b le s .  I n  o th e r  w o rd s, r a n d o m  effects s h o u ld  n o t  b e  u se d .
A n o t h e r  te s t , t h a t  I  h a v e  u s e d , is  to  te s t  fo r p o o le d  v s . f ix e d  effects. H e r e , th e  
n u ll  h y p o th e s is  is  t h a t  f ix e d  e ffects c o e ff ic ie n ts  a re  e q u a l to  ze ro . I f  p . v a lu e  is  b e lo w  
0 .0 5 , t h e n  w e a re  g o in g  to  r e je c t  t h e  n u ll  h y p o th e s is  (p o o le d  e ffe cts) in  fa v o u r  o f  
f ix e d  effects.
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3.3 The effect o f A id and Savings on D om estic  
Investm ent
A s  d is c u s s e d  a b o v e , c o u n t r ie s  a re  d iv id e d  in to  five  g ro u p s  o n  t h e  b a s is  o f d a t a  
a v a ila b il it y .  T h e  s m a lle s t  g ro u p  c o n s is t s  o f c o u n tr ie s  w it h  a  ra n g e  o f d a t a  fro m  19 6 0  
to  2 0 0 3  a n d  th e  la r g e s t  g ro u p  is  fro m  1 9 9 3  to  2 0 0 3 . I n  o rd e r to  d o  e s t im a t io n s  o f th e  
a b o v e  e q u a t io n  fo r e a c h  g ro u p , t h e  a v e ra g e  v a lu e s  for e a c h  v a r ia b le  fo r a ll  c o u n t r ie s  
h a s  b e e n  c a lc u la t e d . T h e  s a m e  t e c h n iq u e  is  u s e d  b y  L e v y  ( 1 9 8 7 ) .
T h e  e s t im a t e s  o f th e  e q u a t io n  3 . 1  c a n  b e  fo u n d  in  T a b le  3 . 1 .  T h e  r e s u lts  o f  th e  
r e g re ss io n s  a re  d iffe re n t fro m  t h e  r e s u lts  o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .  T h e  c o e ffic ie n ts  
o f T  for a ll  g ro u p s  a re  in s ig n if ic a n t  a n d  v a r y  fro m  0 .0 4 2  to  0 .3 6 5  a t  5 %  le v e l o f  
s ig n if ic a n c e . A t  1 0 %  le v e l o f s ig n if ic a n c e , th e  c o e ffic ie n t T  for G r o u p  1  is  0 .3 6 5  a n d  
s ig n if ic a n t . T h i s  r e s u lt  in d ic a t e s  t h a t  o n ly  a  s m a ll  f r a c t io n  o f O D A  h a s  b e e n  in v e s te d  
a n d  t h e  re st  o f th e  a id  h a s  b e e n  u s e d  for c u r r e n t  c o n s u m p t io n .
T h e  s a v in g  c o e ffic ie n t (5 is  s ig n if ic a n t ly  d iffe re n t fro m  t h e  r e s u lts  o b t a in e d  b y  L e v y  
( 1 9 8 7 ) .  T h e  c o e ffic ie n t (5 in  G r o u p  1  is  e q u a l to  0 .5 4 5  a n d  s ig n if ic a n t , w h ic h  im p lie s  
t h a t  m o s t  o f  t h e  in c r e m e n t a l s a v in g  in  a  c o u n t r y  is  in v e s te d  d o m e s t ic a lly . H o w e v e r,  
t h e  r e s u lt s  for o th e r  g ro u p s  a re  n e g a t iv e  a n d  in s ig n if ic a n t  w it h  t h e  e x c e p tio n  of  
G r o u p  4, w h e re  co e ffic ie n t f3 is  s ig n if ic a n t  (see T a b le  3 . 1 ) .
T h e  r o b u s tn e s s  o f t h e  r e s u lts  is  c h e c k e d  b y  u s in g  th e  u n b a la n c e d  p a n e l, a s  w e ll 
a s t h e  s a m e  t im e  p e r io d  a s  L e v y  ( 1 9 8 7 )  u se s , fro m  19 6 8  to  19 8 0 . See  T a b le  3 .2 .  
T h e  c o e ffic ie n t o f  T  is  0 .2 9 1  a n d  0 .3 3 5  r e s p e c t iv e ly , w h ic h  is  s ig n if ic a n t ly  d iffe re n t  
fro m  1 .  T h e  r e s u lts  o f  th e  c o e ffic ie n t /3 a re  s ig n if ic a n t , b u t  d iffe re n t fro m  1  ( 0 .3 7  
a n d  0 . 1 3 4  r e s p e c t iv e ly ) .  I n  T a b le  3 .2 ,  t h e  r e s u lts  a re  e s t im a t e d  u s in g  c r o s s -s e c t io n a l  
f ix e d  effects. T h i s  a p p r o a c h  is  re le v a n t  w h e n  o n e  b e lie v e s  t h a t  t h e  a v e ra g e s  o f th e  
d e p e n d e n t  v a r ia b le  w ill  b e  d iffe re n t fo r e a c h  c r o s s -s e c t io n  u n it ,  b u t  t h e  v a r ia n c e  of  
t h e  e rro rs  w il l  n o t . B y  u s in g  t h e  c ro s s  s e c t io n a l f ix e d  e ffe cts, I  a s s u m e  t h a t  th e  
d iffe re n c e  b e tw e e n  e a c h  c o u n t r y  in  t h e  s a m p le  s h o u ld  b e  t a k e n  in to  a c c o u n t , a s a ll  
c o u n tr ie s  (e v e n  v e r y  s im ila r  in  t h e ir  le v e l o f d e v e lo p m e n t a m o n g  o th e r  f a c to r s )  a re
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T a b le  3 .2 :  T h e  effect o f a id  a n d  s a v in g s  o n  d o m e s t ic  in v e s t m e n t  ( u n b a la n c e d  p a n e l)
F u l l  d a t a s e t L e v y ’s s a m p le  
p e r io d
D e p e n d e n t  V a r ia b le :  I / Y
M e t h o d : P a n e l  L e a s t  S q u a r e s
S a m p le 1 9 6 0 -2 0 0 3 1 9 6 8 -1 9 8 0
C r o s s -s e c t io n s 60 3 9
O b s e r v a t io n s 18 7 4 4 7 9
W i t h  c r o s s -s e c t io n  f ix e d  effects
V a r ia b le : C o e ff ic ie n t
C a 0 .1 2 4 0 . 1 3 5
( 0 .0 0 3 )* (0 .0 0 6 )*
S / Y P 0 .3 7 3 0 .1 3 4
(0 .0 3 4 )* ( 0 .0 3 7 ) *
A / Y r 0 .2 9 1 0 .3 3 5
(0 .0 2 )* (0 .0 4 9 )*
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level 
and (***) at the 10% level.
d iffe re n t.
H o w e v e r, H a u s m a n  te s t  fo r ‘L e v y ’s s a m p le  p e r io d ’ in  T a b le  3 .2  su g g e st  t h a t  th e  
n u ll  h y p o th e s is  s h o u ld  b e  a c c e p te d , w h e re  C h i - S q .  s t a t is t ic s  is  3 . 4 1 2  a n d  th e  p -v a lu e  
is  0 . 1 8 2 .  T h e  s a m e  h o ld s  fo r ‘P u l l  d a t a s e t ’ w h e re  C h i -S q .  s t a t is t ic s  is  2 .8 1 5  a n d  th e  
p -v a lu e  is  0 .2 4 5 . N e v e r th e le s s , t h e  p o s s ib i l i t y  to  u se  r a n d o m  effects is  n o t  r e a lis t ic  
in  t h is  ca se .
T h e  r e s u lts  o f p o o le d  v s . f ix e d  effects in  T a b le  3 .2  su g g e st t h a t  f ix e d  effects a re  
a p p r o p r ia te . R e s u lt s  for ‘L e v y ’s s a m p le  p e r io d ’ sh o w  t h a t  c r o s s -s e c t io n  F  te s t  is  
9 .6 9 1  a n d  th e  p -v a lu e  is  0 .0 0 0 0  a n d  fo r c r o s s -s e c t io n  C h i -s q u a r e  is  2 9 2 .2 8 5  w it h  th e  
p -v a lu e  is  0 .0 0 0 0 . T h e  s a m e  r e s u lt  h o ld s  for ‘F u l l  d a t a s e t ’ w h e re  c r o s s -s e c t io n  F  te s t  
is  2 6 .3 4 3  a n d  t h e  p -v a lu e  is  0 .0 0 0 0  a n d  for c r o s s -s e c t io n  C h i -s q u a r e  is  1 1 6 0 .6 7 9  w it h  
t h e  p -v a lu e  is  0 .0 0 0 0 .
T h e  r e s u lts  fo r e v e r y  g ro u p  a re  p r e s e n te d  in  T a b le  3 .3 .  T h e s e  e s t im a t e s  a re  
o b t a in e d  b y  u s in g  p a n e l d a t a  m e th o d o lo g y . T h e  c o e ffic ie n t T  fo r a l l  g ro u p s  b e c o m e s  
s ig n if ic a n t  w h e n  p a n e l m e th o d o lo g y  is  a p p lie d  a n d  ra n g e s  in  s iz e  fro m  0 .1 4 4  to  0 .2 2 6 .
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T h i s  r e s u lt  s t i l l  in d ic a t e s  t h a t  o n ly  a  s m a ll  f r a c t io n  o f O D A  is  in v e s te d . H o w e v e r,  
th e  s a v in g s  c o e ffic ie n t (3 is  p o s it iv e  a n d  s ig n if ic a n t  for a l l  g ro u p s  (fro m  0 .3 8 7  to  0 .2 6 ) .
T h e  r e s u lts  o f  H a u s m a n  te s t  fo r G r o u p  5  in  T a b le  3 .3  su g g e st  t h a t  f ix e d  effects  
a re  a p p r o p r ia t e  to  u se  in  t h is  c a s e , C h i - S q .  s t a t is t ic s  is  1 0 .7 7 9  ( p -v a lu e  is  0 .0 0 4 6 ).  
T h e  s a m e  h o ld s  fo r G r o u p  4  -  C h i - S q .  s t a t is t ic s  is  3 9 .7 3 5  ( p -v a lu e  is  0 .0 0 0 0 ) a n d  for 
G r o u p  1  -  C h i - S q .  s t a t is t ic s  is  8 .9 0 8  ( p -v a lu e  is  0 .0 1 1 6 ) .  H o w e v e r, t h e  H a u s m a n  te s t  
su g g e sts  t h a t  for G r o u p  2 , r a n d o m  e ffe cts m o d e l is  a p p r o p r ia te  -  C h i -S q .  s t a t is t ic s  
is  0 .0 0 0  ( p -v a lu e  is  1 .0 0 0 ) .
T h e  r e s u lts  o f  p o o le d  v s .  f ix e d  effects in  T a b le  3 .3  su g g e st  t h a t  f ix e d  e ffects a re  
a p p r o p r ia te . R e s u lt s  for G r o u p  5  sh o w  t h a t  C r o s s -s e c t io n  F  is  2 9 .5 7 9  ( p -v a lu e  -  
0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  6 7 3 .7 8 2  ( p -v a lu e  -  0 .0 0 0 0 ), for G r o u p  4  -  
C r o s s -s e c t io n  F  is  3 7 .9 8 9  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  7 7 0 .3 0 4  
( p -v a lu e  -  0 .0 0 0 0 ), fo r G r o u p  2 -  C r o s s -s e c t io n  F  is  3 0 .5 1 9  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  
C r o s s -s e c t io n  C h i -s q u a r e  is  6 2 9 .8 6  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  for G r o u p  1  -  C r o s s -s e c t io n  
F  is  1 4 .5 9 3  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  2 5 9 .2 7 1  ( p -v a lu e  -  
0.0000).
T h e  l in e a r  a p p r o x im a t io n  o f e q u a t io n  3 . 1  is  a  r a t h e r  o v e r s im p lif ie d  d e s c r ip t io n  
o f t h e  r e la t io n s h ip  it  t r ie s  to  c a p t u r e . T h e r e  is  a  s tro n g  lik e lih o o d  t h a t  t h e  l in k  
b e tw e e n  in v e s t m e n t , s a v in g s  a n d  a id  c a n  b e c o m e  w e a k e r a s s a v in g s  a n d  t h e  O D A  
r a t e  in c r e a s e . I f  t h is  is  th e  c a s e , t h e n  w e h a v e  d e c r e a s in g  r e tu r n s  to  a id . I n  o th e r  
w o rd s , a d d it io n a l  in c r e a s e s  in  a id  y ie ld  in c r e a s in g ly  lo w er a d d it io n s  to  in v e s tm e n t . I n  
o rd e r to  c h e c k  t h is  p o s s ib ilit y ,  a  q u a d r a t ic  g e n e r a lis a t io n  o f e q u a t io n  3 . 1  is  e s t im a t e d .  
T h e  r e s u lts  a re  p r e s e n te d  in  T a b le  3 .4 ,  T a b le  3 .5  a n d  T a b le  3 .6 .
T h e  r e s u lts  o f T a b le  3 .4  sh o w  m ix e d  r e s u lts . F o r  a ll  g ro u p s , t h e  c o e ff ic ie n ts  o f  
th e  s q u a r e d  v a lu e s  o f A / Y  a n d  S / Y  a re  p o s it iv e , w it h  t h e  e x c e p tio n  o f G r o u p  1 ,  
w h e re  th e  c o e ffic ie n t o f  th e  s q u a r e d  v a lu e  o f S / Y  is  n e g a tiv e . A ls o ,  t h e  co e ff ic ie n ts  
o f t h e  s q u a r e d  v a lu e s  a re  s ig n if ic a n t  for G r o u p  2 , 4  a n d  5 . T h i s  s u g g e s ts , t h a t  th e r e  
is  so m e  t e n d e n c y  o f T  a n d  (3 to  in c r e a s e  a s t h e  a id  a n d  s a v in g  r a t e s  in c re a s e . T h e s e  
r e s u lt  c o n t r a d ic t  to  L e v y ’s  f in d in g s .
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T a b le  3 .5 :  T h e  effect o f  a id  a n d  s a v in g s  o n  d o m e s t ic  in v e s t m e n t  ( q u a d r a t ic  g e n e r a l­
is a t io n  o f 3 . 1 ,  u n b a la n c e d  p a n e l)
P u l l  d a t a s e t L e v y ’s s a m p le  
p e r io d
D e p e n d e n t  V a r ia b le :  ( I /Y )
M e t h o d : P a n e l  L e a s t  S q u a r e s
S a m p le 1 9 6 0 -2 0 0 3 1 9 6 8 -1 9 8 0
C r o s s -s e c t io n s 60 3 9
O b s e r v a t io n s 1 8 7 4 4 7 9
W i t h  c r o s s -s e c t io n  f ix e d  effects
V a r ia b le :
C 0 . 1 2 1 0 . 1 2
(0 .0 0 4 )* (0 .0 0 8 )*
S / Y 0 .3 6 3 0 . 1 5 3
( 0 .0 1 9 ) * (0 .0 3 6 ) *
A / Y 0 .2 8 6 0 .3 8 2
(0 .0 3 ) * ( 0 .1 0 9 ) *
{ S / Y f 0 .1 3 8 0 .3 7
(0 .0 3 4 )* (0 .0 5 6 )*
(A/Y)* -0 .0 0 2 -0 .0 5 2
(0 .0 2 7 ) ( 0 . 1 9 1 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level 
and (***) at the 10% level.
T a b le  3 .5  sh o w s a  b it  d iffe re n t p ic t u r e . T h e  s q u a r e d  v a lu e s  o f S / Y ,  fo r b o t h  
s a m p le s , a re  p o s it iv e  a n d  s ig n if ic a n t , t h a t  su g g e s ts  so m e  t e n d e n c y  o f (3 to  in c r e a s e  a s  
t h e  s a v in g s  r a t e  in c re a s e s . T h i s  r e s u lt  c o n t r a d ic t  th e  r e s u lts  o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .  
H o w e v e r, th e  c o e ff ic ie n t  o f t h e  s q u a r e d  v a lu e  o f A / Y  is  n e g a tiv e  a n d  in s ig n if ic a n t ,  
s u g g e s t in g  so m e  t e n d e n c y  o f T  to  f a ll  a s  t h e  a id  r a t e  in c re a s e s . T h i s  r e s u lt  is  in  l in e  
w it h  t h e  r e s u lts  o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .
T h e  r e s u lts  o f T a b le  3 .6  sh o w  m ix e d  r e s u lts . G r o u p  1  h a s  p o s it iv e  a n d  s ig n if ic a n t  
l in e a r  t e r m , a s  w e ll a s  n e g a tiv e  a n d  s ig n if ic a n t  s q u a r e d  te r m s . T h i s  f in d in g  is  s im ila r  
to  f in d in g s  o b t a in e d  b y  L e v y .  H o w e v e r , t h is  d o e s n o t  h o ld  for o th e r  g ro u p s  in  t h is  
s a m p le .
H a u s m a n  te s t  fo r ‘L e v y ’s s a m p le  p e r io d ’ in  T a b le  3 .5  su g g e st  t h a t  th e  n u ll  h y ­
p o t h e s is  s h o u ld  b e  re je c te d , w h e re  C h i - S q .  s t a t is t ic s  is  1 3 .9 3  a n d  t h e  p -v a lu e  is
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0 .0 0 8 . T h e  s a m e  h o ld s  for ‘F u l l  d a t a s e t ’ w h e re  C h i -S q .  s t a t is t ic s  is  7 9 .0 7 9  a n d  th e  
p -v a lu e  is  0 .0 0 0 . B o t h  r e s u lts  in d ic a t e  t h a t  f ix e d  effects a re  a p p r o p r ia t e  h e re.
T h e  r e s u lts  o f p o o le d  v s . f ix e d  effects in  T a b le  3 .5  su g g e st t h a t  f ix e d  effects a re  
a p p r o p r ia te . R e s u lt s  for ‘L e v y ’s s a m p le  p e r io d ’ sh o w  t h a t  c r o s s -s e c t io n  F  te s t  is  
6 .2 6 1  a n d  th e  p -v a lu e  is  0 .0 0 0 0  a n d  for c r o s s -s e c t io n  C h i -s q u a r e  is  2 0 8 .5 8  w it h  th e  
p -v a lu e  is  0 .0 0 0 0 . T h e  s a m e  r e s u lt  h o ld s  for ‘F u l l  d a t a s e t ’ w h e re  c r o s s -s e c t io n  F  te s t  
is  1 7 . 1 9 7  a n d  th e  p -v a lu e  is  0 .0 0 0 0  a n d  fo r c r o s s -s e c t io n  C h i -s q u a r e  is  8 3 4 .0 0 5  w it h  
th e  p -v a lu e  is  0 .0 0 0 0 .
I n  t h e  o b t a in e d  e s t im a t io n s , w h e re  q u a d r a t ic  e q u a t io n  h a s  t h e  e x p e c te d  s h a p e ,  
w it h  t h e  l in e a r  t e r m  p o s it iv e  a n d  t h e  q u a d r a t ic  t e r m  n e g a tiv e , it  c a n  b e  u s e f u l to  
c o m p u t e  th e  t u r n in g  p o in t . T h e  t u r n in g  p o in t  in  th e s e  re g re ss io n s  c a n  b e  c a lc u la t e d  
b y  t a k in g  th e  f irs t  d e r iv a t iv e  o f t h e  q u a d r a t ic  f u n c t io n  a n d  s e t t in g  it  e q u a l to  ze ro . 
T h i s  c a n  p r o v id e  m e a n in g f u l e s t im a t e s  o n ly  w h e n  b o t h  te r m s  o f t h e  q u a d r a t ic  f u n c ­
t io n  a re  s ig n if ic a n t  a n d  o f o p p o s ite  s ig n s . S o , th e  t u r n in g  p o in t ,  w h e n  in v e s tm e n t  
s h a r e  w o u ld  r e a c h  ze ro , for G r o u p  1  in  p a n e l e s t im a t io n  is  8 .8 8 .
T h e  r e s u lts  o f H a u s m a n  te s t  for G r o u p  5  in  T a b le  3 .6  su g g e st  t h a t  f ix e d  e ffects  
a re  a p p r o p r ia t e  to  u s e  in  t h is  c a s e , C h i - S q .  s t a t is t ic s  is  3 0 .7 8 5  ( p -v a lu e  is  0 .0 0 0 0 ).  
T h e  s a m e  h o ld s  fo r G r o u p  4 -  C h i - S q .  s t a t is t ic s  is  1 1 0 .4 4 3  ( p -v a lu e  is  0 .0 0 0 0 )  
a n d  fo r G r o u p  2 -  C h i - S q .  s t a t is t ic s  is  1 2 1 . 3 6  ( p -v a lu e  is  0 .0 0 0 0 ). H o w e v e r, th e  
H a u s m a n  te s t  su g g e sts  t h a t  for G r o u p  1 ,  r a n d o m  effects m o d e l is  a p p r o p r ia te  -  
C h i - S q .  s t a t is t ic s  is  8 .5  ( p -v a lu e  is  0 .0 7 5 ) .
T h e  r e s u lts  o f  p o o le d  v s . f ix e d  e ffe cts in  T a b le  3 .6  su g g e s t  t h a t  f ix e d  effects  
a re  a p p r o p r ia te . R e s u lt s  fo r G r o u p  5  sh o w  t h a t  C r o s s -s e c t io n  F  is  2 3 .6 7  ( p -v a lu e  -  
0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  5 9 5 .8 1 2  ( p -v a lu e  -  0 .0 0 0 0 ), fo r G r o u p  4 -  
C r o s s -s e c t io n  F  is  3 0 .0 0 3  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  6 6 8 .0 9 2  
( p -v a lu e  -  0 .0 0 0 0 ), for G r o u p  2  -  C r o s s -s e c t io n  F  is  2 0 .2 0 9  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  
C r o s s -s e c t io n  C h i -s q u a r e  is  4 5 9 .3 9 4  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  fo r G r o u p  1  -  C r o s s -  
s e c t io n  F  is  14 .8 0 4  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  2 6 3 .0 4 7  ( p -  
v a lu e  -  0 .0 0 0 0 ).
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A c c o r d in g  to  t h e  life  c y c le  t h e o r y  o f s a v in g s , o n e  o f th e  m a in  d e t e r m in a n t s  o f th e  
a g g re g a te  s a v in g s  r a te  a re  th e  r a te s  o f  in c o m e  a n d  p o p u la t io n  g ro w th . A n  in c r e a s e  
in  p o p u la t io n  g ro w th  c a n  b r in g  a  s u b s t a n t ia l  in c re a s e  in  t h e  le v e l o f  in v e s tm e n t .  
O n  t h is  b a s is , t h e  p o p u la t io n  g ro w th  v a r ia b le  is  a d d e d  to  t h e  e q u a t io n  3 . 1 ,  h o w e v e r  
t h e  co e ff ic ie n t o f t h is  v a r ia b le , is  m o s t ly  n e g a t iv e  a n d  in s ig n if ic a n t . T h e  r e s u lts  o f  
t h e  re g re s s io n s  a re  p re s e n te d  in  T a b le  3 .7  a n d  in  T a b le  3 .8 . T h e  s a m e  r e s u lts  a re  
o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .
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A ls o ,  it  is  p o s s ib le  t h a t  t h e  le v e l o f in v e s t m e n t  c a n  b e  in f lu e n c e d  b y  t h e  le v e l o f  
th e  d e v e lo p m e n t o f th e  e c o n o m y . T h i s  h y p o th e s is  is  b a s e d  o n  th e  re a s o n in g  t h a t  a  
la r g e  a n d  m o r e  d e v e lo p e d  e c o n o m y  is  m o r e  l ik e ly  to  in v e s t  a  h ig h e r  s h a r e  o f it s  a id  
re c e ip ts , w h e re a s  th e  le a s t  d e v e lo p e d  e c o n o m ie s  m ig h t  h a v e  a  g re a te r  t e n d e n c y  to  
u se  a id  to  m a in t a in  a  s u b s is t e n t  le v e l o f c o n s u m p t io n . S o , I  e s t im a t e  th e  e q u a t io n  
3 . 1  w it h  a n  e x t r a  v a r ia b le , w h ic h  p e r m it s  t h e  v a lu e  o f T  to  c h a n g e  w it h  th e  m e a s u r e  
o f t h e  d e v e lo p m e n t (Zi) o f th e  e c o n o m y .
(I /Y)i = a  + (3(S/Y)i +  (T o  +  T 1 Z / ) ( O D A / Y ) i ( 3 .2 )
L e v y  ( 1 9 8 7 )  m e a s u r e s  th e  le v e l o f d e v e lo p m e n t  o f  t h e  e c o n o m y  b y  t h e  lo g a r it h m  
o f in c o m e  p e r  c a p it a ,  a n d  t h e  s a m e  m e a s u r e  is  u s e d  h e re . B y  u s in g  t h e  lo g a r it h m  of  
in c o m e  p e r  c a p it a ,  t h e  s p r e a d  o f t h e  v a r ia b le  w il l  n o t  b e  d o m in a t e d  b y  few  e x tr e m e  
o b s e r v a t io n s . T h e  r e s u lts  sh o w  t h a t  t h e  e s t im a t e d  c o e ffic ie n t T i  is  in s ig n if ic a n t  a n d  
n e g a tiv e , see T a b le  3 .9 . T h i s  r e s u lt  is  in  c o n t r a s t  to  th e  f in d in g s  in  L e v y  ( 1 9 8 7 )  -  
a n d  in  a  w a y  n o t  e x p e c te d . I t  im p lie s  t h a t  t h e  l in k  b e tw e e n  t h e  le v e l o f  in v e s tm e n t  
a n d  a id  d o e s n o t  d e p e n d  o n  t h e  le v e l o f d e v e lo p m e n t o f th e  e co n o m y .
3.4 The R esponse to  Changes in Foreign Aid
F r o m  p a s t  e x p e rie n c e , i t  is  p o s s ib le  to  see t h a t  t h e  c h a n g e  in  t h e  in v e s t m e n t  le v e l o f  
t h e  c o u n t r y  c a n  b e  se e n  o n ly  w it h  a  la g . T h e r e  is  n o  im m e d ia t e  effect o n  in v e s tm e n t  
le v e ls  w h e n  th e r e  is  a  c h a n g e  in  t h e  le v e l o f  s a v in g  a n d  a id  flow . I n  m o s t  c a s e s  it  w il l  
t a k e  a  few  y e a r s  fo r in v e s t m e n t  r a te s  to  a d ju s t  to  t h e  c h a n g e  in  s a v in g s  a n d  a id  flow s  
d ir e c t e d  fo r f ix e d  c a p it a l  fo r m a t io n . H o w e v e r , th e r e  is  a  p o s s ib i l i t y  t h a t  t h e  r e s u lt  
w ill  b e  b ia s e d , w h ic h  im p lie s  t h a t  e x t r a  fo re ig n  a id  m a y  in c r e a s e  t h e  p o s s ib i l it y  for  
p u b lic  se c to r  to  u s e  t h is  a id  for a d d it io n a l  c u r r e n t  c o n s u m p t io n . T h i s  h y p o th e s is  
im p lie s  a  n e g a tiv e  c o r r e la t io n  b e tw e e n  t h e  d o m e s t ic  s a v in g  r a t e  a n d  th e  a id  r a t io ,  
t h a t  is , a  b ia s  in  fa v o u r  o f a  lo w  e s t im a t e d  v a lu e  for (3.
T h e  r e s u lts  o f  t h e  re g re s s io n s  c a n  b e  f o u n d  in  T a b le  3 . 1 0 .  I n  a d d it io n  to  th e
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c u r r e n t  v a lu e s  o f t h e  s a v in g s  r a t e  a n d  a id  (a s  a  p r o p o r t io n  o f G D P ) ,  t h e  r ig h t  h a n d  
s id e  o f th e  e s t im a t e d  e q u a t io n  in c lu d e s  t h e  f irs t  a n d  se c o n d  d iffe re n c e s  o f th e s e  
v a r ia b le s .  T h e  f irs t  d iffe re n c e  is  t h e  c h a n g e  ( in  p e r c e n ta g e  p o in t s )  in  th e  s a v in g s  
r a t e  a n d  a id  fro m  th e  p r e v io u s  p e r io d  to  t h e  c u r r e n t  o n e ; a n d  t h e  s e c o n d  d iffe re n ce  
is  t h e  c h a n g e  ( in  p e r c e n ta g e  p o in t s )  fro m  tw o  p e r io d s  a g o  to  t h e  la s t  p e r io d . T h e  
in c lu s io n  o f th e s e  d iffe re n c e s  a llo w s  to  e x a m in e  h o w  p a s t  c h a n g e s  in  s a v in g s  a n d  a id  
a ffe ct th e  in v e s t m e n t  r a te . T h e  r e s u lts  c le a r ly  su g g e st  t h a t  it  t a k e s  a  c o u p le  o f y e a r s  
to  see th e  effect o f  c h a n g e  in  t h e  a m o u n t  o f a id  o n  th e  in v e s t m e n t  le v e l -  th e r e  is  n o  
im m e d ia t e  im p a c t .
3.5 ‘E ndogenising’ the Saving R ate
U n t i l  n o w , t h e  d is c u s s io n  a n d  e s t im a t io n s  h a v e  n o t  in c lu d e d  th e  fa c to r s  t h a t  m ig h t  
d ir e c t ly  a ffe ct th e  s a v in g s  le v e l. H o w e v e r , t h is  f a c to r s  c a n  n o t  b e  d is r e g a r d e d  f u lly  
d u e  to  t h e ir  p o s s ib le  s ig n if ic a n c e . S a v in g s , a s  w e ll a s  in v e s t m e n t s  a n d  fo re ig n  a id ,  
m a y  b e  in f lu e n c e d  b y  t h e  n u m b e r  o f e x o g e n o u s fa c to r s  t h a t  m a y  b e  s p e c if ic  to  a  
p a r t ic u la r  c o u n t r y  o r m a y  b e  a p p lie d  to  a  g r o u p  o f c o u n t r ie s  ( in  o u r  c a s e , it  is  lo w -  
in c o m e  c o u n t r ie s ) . O n e  o f th e  p o s s ib le  e x a m p le s  o f e x o g e n o u s fa c to r s , t h a t  m a y  
a ffe ct a  c o u n tr y , c a n  b e  n a t u r a l  d is a s t e r s . A n y  c o u n t r y  a t  so m e  p o in t  c a n  b e  fa c e d  
w it h  u n e x p e c t e d  s h o c k s  to  t h e  e c o n o m y  a n d  t h is  m a y  h a v e  a  d ir e c t  in f lu e n c e  o n  th e  
s a v in g  a n d  th e  in v e s t m e n t  r a t io s . S o , in  t h is  s e c t io n , I  in c lu d e  th e s e  fa c to r s  in to  th e  
m o d e l.
A ls o ,  t h e  s a v in g  r a t io  in  a n y  c o u n t r y  m a y  b e  in f lu e n c e d  b y  s u c h  f a c to r s  a s p o p ­
u la t io n  g ro w th , g ro w th  o f in c o m e  le v e l, c h a n g e s  in  th e  e d u c a t io n  s y s te m , la b o u r  
p a r t ic ip a t io n  r a t io , a m o n g  o th e r  e x o g e n o u s fa c to r s . A l l  o f  th e s e  fa c to r s  m a y  h a v e  
a n  im p a c t  o n  t h e  le v e l o f s a v in g s  in  t h e  lo n g  r u n  a n d , in  so m e  c a s e s , in  th e  s h o rt  
r u n  a s w e ll.
S o , h o w  c a n  th e  p o p u la t io n  g ro w th  o r in c o m e  le v e l o f th e  c o u n t r y  h a v e  a n  effect 
o n  th e  s a v in g s  le v e l?  T h e  e x p la n a t io n  c a n  b e  f o u n d  in  th e  l if e -c y c le  m o d e l b y  
M o d ig l ia n i  ( 1 9 7 0 )  a n d  F e ld s t e in  ( 1 9 7 7 ) .  T h e  M o d ig l ia n i ’s ( 1 9 7 0 )  l if e -c y c le  m o d e l
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im p lie s  t h a t  a  c o u n t r y ’s s a v in g s  r a t e  w il l  b e  h ig h e r  w h e n  t h e  r a t e  o f g ro w th  of  
in c o m e  is  fa s te r  a n d  w h e n  th e  w o r k in g -a g e  p o p u la t io n  is  la r g e  r e la t iv e  to  t h e  n u m b e r  
o f d e p e n d a n ts  (r e tire e s  a n d  y o u n g  p e o p le ) . T h e  r a t e  o f g ro w th  o f t h e  p o p u la t io n  
w o u ld  te n d  to  in c r e a s e  t h e  s a v in g s  r a t e  b y  in c r e a s in g  t h e  p r o p o r t io n  o f  th o s e  in  th e  
p o p u la t io n  w h o  a c c u m u la t e  a s s e ts , b u t  it  w o u ld  te n d  to  h a v e  o ffs e tt in g  e ffects b y  
d e c r e a s in g  th e  la b o u r -p a r t ic ip a t io n  r a t e  a n d  b y  in c r e a s in g  t h e  d e p e n d e n c y  r a t io .
T h e  e q u a t io n  t h a t  c a n  d e s c r ib e  th e  in t e r -c o u n t r y  d iffe re n ce s in  s a v in g s  r a te s  is
( S / Y ) j r  =  60 +  <5iG A 82N  +  83Y A G E  +  8^0 AGE  +  85L P C I  +  86(ODA/Y)  ( 3 .3 )
w h e re  G is  t h e  g ro w th  r a t e  o f t o t a l  in c o m e , N  is  th e  g ro w th  r a t e  o f p o p u la t io n ,  
Y A G E  is  t h e  p r o p o r t io n  o f t h e  p o p u la t io n  in  th e  0 - 1 4  age b r a c k e t , OAGE  is  th e  
p r o p o r t io n  o f th e  p o p u la t io n  o v e r 6 5 , L P C I  is  th e  lo g a r it h m  o f p e r  c a p it a  in c o m e .
T h e  e q u a t io n  3 .3  a n d  e q u a t io n  3 . 1 3 c a n  p r o v id e  u s  w it h  m o r e  p r e c is e  r e s u lts  
a b o u t  t h e  l in k  b e tw e e n  a id , s a v in g s  a n d  in v e s tm e n ts . I n  s p ite  o f t h is  f a c t , th e  
r e s u lts  o f th e  a b o v e  e q u a t io n  sh o w  t h a t  a l l  th e s e  v a r ia b le s  h a v e  a n  e x p e c te d  s ig n ,  
b u t  a re  in s ig n if ic a n t .  T h e  o b t a in e d  r e s u lts  c a n  b e  fo u n d  in  T a b le  3 . 1 1 .
3.6 Conclusion
/
T h i s  c h a p te r  re a ss e sse s t h e  w o rk  o f  L e v y  ( 1 9 8 7 )  b y  e x te n d in g  t h e  d a t a s e t  a n d  u s in g  
a  p a n e l d a t a  m e th o d o lo g y  in s t e a d  o f a  c r o s s -s e c t io n . O v e r a ll,  t h e  f in d in g s  su g g e st  
t h a t  m o s t  o f th e  o ff ic ia l d e v e lo p m e n t a s s is ta n c e  is  g o in g  to  c o n s u m p t io n  in  lo w -  
in c o m e  c o u n tr ie s  a n d  n o t, a s  o n e  w o u ld  p re fe r fro m  a  t h e o r e t ic a l p o in t  o f v ie w , o n  
in v e s tm e n t . T h e s e  r e s u lts , in  m o s t  c a s e s , c o n t r a d ic t  th e  r e s u lts  o b t a in e d  b y  L e v y  
( 1 9 8 7 ) .  H is  r e s u lts  s u p p o r t  th e  p r o p o s it io n  t h a t  m o s t  o f th e  d e v e lo p m e n t a s s is ta n c e  
is  in d e e d  in v e s te d , a n d  n o t  c o n s u m e d .
T h e  r e s u lts  r e p o r te d  in  t h is  w o rk  h ig h lig h t  t h a t  p o v e r t y  m e a n s  t h a t  lo w -in c o m e
3The savings equation estimated and reported in Table 3.11 is estimated separately from the 
investment equation.
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T a b le  3 . 1 1 :  T h e  effect o f a id  a n d  s a v in g s  o n  d o m e s t ic  in v e s tm e n t  (e n d o g e n e is in g  th e  
s a v in g  r a te )
D e p e n d e n t  V a r ia b le :  S / Y
M e t h o d : P a n e l  L e a s t  S q u a r e s
S a m p le 1 9 6 1 -2 0 0 3
C r o s s -s e c t io n s 58
O b s e r v a t io n s 1 7 0 6
W i t h  c r o s s -s e c t io n  f ix e d  effects
V a r ia b le :
C 0 .0 1 2
(0 .0 6 9 )
G 0 .0 0 2
(0 .0 0 0 )*
N 0 .0 0 1
(0 .0 0 2 )
Y A G E 0 .0 0 2
( 0 .0 0 1 )
O A G E 0 .0 0 8
(0 .0 0 7 )
L P C I 0 .0 0 6
( 0 .0 1 9 )
A / Y -0 .4 8 2
(0 .3 9 8 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level 
and (***) at the 10% level.
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c o u n tr ie s  p r io r it is e  c o n s u m p t io n  t o d a y  r a t h e r  t h a n  in v e s t  in  f u t u r e  c o n s u m p t io n .  
T h i s  c a n n o t  b e  s u r p r is in g , a s th e r e  a re  p r e s s in g  n e e d s t h a t  c a n n o t  b e  s id e lin e d  b y  
m o r e  lo n g -te r m  c o n s id e r a t io n s  o f c a p it a l  in v e s t m e n t  a n d  th e  c o n s e q u e n t  in c r e a s e  
in  f u t u r e  d e v e lo p m e n t a n d  c o n s u m p t io n . T h e  r e a l it y  is  t h a t  m o s t  re s o u rc e s  a re  
d ir e c t e d  in  c o n s u m p t io n  a n d  v e r y  l it t le  is  le ft  to  b e  s a v e d  a n d  in v e s te d . A s  D a c y  
( 1 9 7 5 )  su g g e sts  “O n e  c a n n o t  o v e rs tre s s  t h a t  it  is  c o n s u m p t io n  t h a t  a d d s  to  h u m a n  
w e ll b e in g  a n d  n o t  g ro w th ” .
T h e  im p lic a t io n s  a re  im p o r t a n t .  T h e  in c r e a s e  in  c o n s u m p t io n  a t  t h e  e x p e n s e  
o f in v e s t m e n t  e x p o se s  t h e  e c o n o m y  to  t h e  effects o f a  s to p  in  t h e  flow  o f a id . I f  
a id  ce a s e s  c o n s u m p t io n  fa lls  a n d  th e r e  h a s  b e e n  n o  la s t in g  b e n e fit  in  te r m s  o f  a n  
im p r o v e d  c a p it a l  s t r u c t u r e  t h a t  c o u ld  f a c il it a t e  fu tu r e  d e v e lo p m e n t. A ls o ,  t h e  in ­
c re a s e d  c o n s u m p t io n  m a y  b e  d ir e c t e d  to w a r d s  im p o r t s  a n d  c o u ld  p o t e n t ia l ly  re d u c e  
e ffe c tiv e  d e m a n d  fo r d o m e s t ic a lly  p r o d u c e d  g o o d s  a n d  s e r v ic e s . T h u s ,  t h is  a s p e c t  
w ill  b e  d is c u s s e d  in  th e  n e x t  c h a p te r .
C H A P T E R  4
F o r e i g n  A i d :  A  D r i v e r  f o r  S t r u c t u r a l  T r a n s f o r m a t i o n  o r  ‘D u t c h  
D i s e a s e ’ ?  A n  A n a l y s i s  o f  C h a n g e s  in t h e  A g r i c u l t u r a l  S e c t o r
4.1 Introduction
I n  t h is  c h a p te r , w e re a ss e ss  t h e  l in k  b e tw e e n  fo re ig n  a id  a n d  e c o n o m ic  g ro w th  b y  
c o n s id e r in g  t h e  p o t e n t ia l  l in k  b e tw e e n  a id  a n d  s t r u c t u r a l  t r a n s f o r m a t io n  in  s e c t o r a l  
p r o d u c t io n  te r m s . T h e  p o in t  o f  d e p a r t u r e  fo r t h is  a n a ly s is  is  t h e  w e ll k n o w n  s t y lis e d  
fa c t  t h a t ,  h is t o r ic a lly ,  s u c c e s s f u l d e v e lo p in g  c o u n t r ie s  h a v e  e x p e r ie n c e d  a  d e c lin e  in  
th e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  o u t p u t  a n d  e m p lo y m e n t, c o r r e s p o n d in g  to  a  r is in g  
s h a r e  o f  u r b a n  e c o n o m ic  a c t iv i t y  in  in d u s t r y  a n d  m o d e r n  s e r v ic e s  (a m o n g  o th e r  
fe a tu r e s ) . T h u s ,  g iv e n  t h a t  th e  m a in  p u r p o s e  o f fo re ig n  a id  is  to  fo s te r g ro w th  a n d  
d e v e lo p m e n t, a  n a t u r a l  w a y  o f  a s s e s s in g  it s  e ffe ctiv e n e ss is  b y  a n a ly s in g  w h e th e r  
o r n o t  a  l in k  c a n  b e  e s t a b lis h e d  b e tw e e n  fo r e ig n  a id  flo w s a n d  s e c t o r a l s t r u c t u r a l  
c h a n g e s .
H o w e v e r, in  d o in g  so, it  s h o u ld  b e  n o t e d  t h a t  fo re ig n  a id , b y  c o n s is t in g  o f  la r g e  
in flo w s o f fo re ig n  c u r r e n c y , m a y  le a d  to  a  ‘D u t c h  d is e a s e ’ p h e n o m e n o n . I n  o th e r
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w o rd s , fo re ig n  a id  m a y  a c t  a s  a  ‘c u r s e ’ ( a k in  to  a  ‘re s o u rc e  c u r s e ’) , le a d in g  to  a  
d e c lin e  in  t h e  m a n u f a c t u r in g  se c to r . T h u s ,  it  is  f u n d a m e n t a l to  c o n s id e r  t h is  effect 
w h e n  a n a ly s in g  t h e  d y n a m ic s  o f s t r u c t u r a l  t r a n s f o r m a t io n  in  d e v e lo p in g  c o u n tr ie s .
I n  w h a t  fo llo w s, I  p r o v id e  a  r e v ie w  o f th e  l it e r a t u r e  o n  s t r u c t u r a l  t r a n s f o r m a t io n  
a t  a  s e c t o r a l le v e l a n d  ‘D u t c h  d is e a s e ’- t y p e  effects. T h e s e  a re  w e ll k n o w n  a n d  w id e ly  
d is c u s s e d  t o p ic s  in  th e  g ro w th  a n d  d e v e lo p m e n t  e c o n o m ic s  l it e r a t u r e s , b u t , to  m y  
k n o w le d g e , t h e y  h a v e  n e v e r  b e e n  a d d r e s s e d  in  th e  c o n te x t  o f t h e  effects o f fo re ig n  
a id .
T h e n ,  in  s e c t io n  4 .3 , I  c o n d u c t  a  s im p le  e m p ir ic a l  s t u d y  b y  a n a ly s in g  th e  p a t t e r n  
o f s t r u c t u r a l  c h a n g e s  a t  t h e  s e c t o r a l le v e l, t a k in g  t r a d e  a n d  fo re ig n  a id  flow s a s t h e ir  
m a in  d e te r m in a n t s .  I n  p a r t ic u la r ,  I  fo c u s  o n  c h a n g e s  in  t h e  s h a r e  o f  th e  a g r ic u lt u r a l  
se c to r, u s in g  a  se t o f L a t i n  A m e r ic a n  a n d  A s i a n  e c o n o m ie s  for w h ic h  I  w a s  a b le  
to  re c o n c ile  d a t a  o n  fo re ig n  a id  flo w s a n d  s t r u c t u r a l  t r a n s f o r m a t io n . S e c t io n  4 .4  
p r o v id e s  a  f in a l d is c u s s io n .
4.2 Literature R eview
4.2.1 Structural Transformation
F o r  m a n y  o f th e  w o r ld ’s p o o r e s t  c o u n t r ie s , a g r ic u lt u r e  is  se e n  a s th e  o n ly  w a y  o u t  
o f p o v e r ty . H o w e v e r, t h is  se c to r  o f  t h e  e c o n o m y  h a s  b e e n  ‘n e g le c te d ’ in  t h e  p a s t  
b y  e c o n o m is ts . A  p o s s ib le  e x p la n a t io n  fo r t h is  is  th e  f a c t  t h a t  a g r ic u lt u r a l  c o m ­
m o d it y  p r ic e s  h a v e  b e e n  v e r y  lo w  a n d , a s  a  r e s u lt , d id  n o t  a p p e a r  to  offer s c o p e  
fo r a g r ic u lt u r e -le d  d e v e lo p m e n t. R e c e n t ly ,  h o w e v e r, th e  a g r ic u lt u r a l  se c to r  s t a r t e d  
to  a t t r a c t  a tt e n t io n  fro m  g o v e rn m e n ts  a n d  p o lic y  m a k e rs . I t  h a s  b e e n  r e a lis e d  t h a t  
u n d e r  t h e  r ig h t  c o n d it io n s  (e .g . h ig h  c o m m o d it y  p r ic e s ) , a g r ic u lt u r e  fo r p o o r  n a ­
t io n s  c a n  ju m p s t a r t  th e  d e v e lo p m e n t p r o c e s s . A g r ic u lt u r e  m u s t  b e  d y n a m ic  a n d  
p r o fit a b le  in  o rd e r to  a c h ie v e  p o s it iv e  p r o d u c t iv it y  g ro w th . T h e  s t r u c t u r a l  t r a n s f o r ­
m a t io n  o f a  r u r a l  e c o n o m y  s h o u ld  b e  s u p p o r t e d  b y  th e  d e v e lo p m e n t o f t h e  in d u s t r ia l  
a n d  s e r v ic e s  se c to rs .
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In d e e d , a ll  d e v e lo p in g  c o u n t r ie s  a t  so m e  p o in t  o f t h e ir  d e v e lo p m e n t p ro c e s s  e x ­
p e r ie n c e  s t r u c t u r a l  t r a n s f o r m a t io n  (see  K u z n e t s  ( 1 9 7 1 )  for e x a m p le ) . T h e  s t r u c t u r a l  
t r a n s f o r m a t io n  is  th e  d e fin in g  c h a r a c t e r is t ic  o f  t h e  d e v e lo p m e n t p r o c e s s , b o t h  c a u s e  
a n d  effect o f e c o n o m ic  g ro w th . T h e  m a in  c h a r a c t e r is t ic s  o f s t r u c t u r a l  t r a n s f o r m a t io n  
a re : a  d e c r e a s in g  s h a r e  o f a g r ic u lt u r a l  s e c to r in  G D P  a n d  e m p lo y m e n t, a n  in c r e a s e  
in  p r o d u c t io n  a n d  e m p lo y m e n t  in  s e r v ic e s  a n d  in d u s t r y  s e c to rs  o f th e  e c o n o m y , a n  
in c r e a s e  in  m ig r a t io n  o f  w o rk e rs  fro m  r u r a l  to  u r b a n  a re a s , a n d  a  d e m o g r a p h ic  t r a n ­
s it io n  in  b ir t h  a n d  d e a t h  r a te s  t h a t  a lw a y s  le a d s  to  a  s p u r t  in  p o p u la t io n  g ro w th  
b e fo re  a  n e w  e q u ilib r iu m  is  re a c h e d . A l l  th e s e  fe a tu re s  a re  v e r y  c lo s e ly  d e p e n d e n t  
a n d  r e la t e d  to  e a c h  o th e r.
T h e  p r o c e s s  o f s t r u c t u r a l  t r a n s f o r m a t io n  is  n o t th e  s a m e  e v e ry w h e re . P a t h w a y s  
d iffe r s ig n if ic a n t ly  fro m  c o u n t r y  to  c o u n t r y  a n d  t h is  h a s  a n  im p a c t  o n  g ro w th  a n d  
d e v e lo p m e n t le v e ls . W h i le  th e r e  is  a  s tr o n g  h is t o r ic  t r e n d  o f w o rs e n in g  in c o m e  
d is t r ib u t io n  b e tw e e n  r u r a l  a n d  u r b a n  e c o n o m ie s  d u r in g  t h e  in it ia l  sta g e s  o f th e  
s t r u c t u r a l  t r a n s f o r m a t io n , a b s o lu te  p o v e r t y  is  n o t  n e c e s s a r ily  w o rs e n in g  d u r in g  s u c h  
e p iso d e s .
N o  c o u n t r y  h a s  b e e n  a b le  to  s u s t a in  a  r a p id  t r a n s it io n  o u t  o f p o v e r t y  w it h o u t  r a is ­
in g  p r o d u c t iv it y  in  it s  a g r ic u lt u r a l  s e c to r  ( w it h  so m e  e x c e p tio n s , s u c h  a s  S in g a p o r e  
a n d  H o n g  K o n g ) .  A  p a th w a y  o f s t r u c t u r a l  t r a n s f o r m a t io n  in c o r p o r a t e s  in c re a s e s  in  
a g r ic u lt u r a l  p r o d u c t io n  t h a t  le a d s  to  u r b a n is a t io n  a n d  in d u s t r ia l is a t io n  t h r o u g h  in ­
c re a se  in  w a g e s, fo o d , la b o u r  a n d  s a v in g s  s u p p ly . A t  so m e  p o in t ,  t h is  t r e n d  re v e rse s  
a n d  t h is  p a th w a y  le a d s  to  a  d e c lin e  in  t h e  r e la t iv e  im p o r t a n c e  o f a g r ic u lt u r e  to  th e  
o v e r a ll e c o n o m y , a s th e  in d u s t r ia l  a n d  s e r v ic e  se c to rs  g ro w  e v e n  m o r e  r a p id ly ,  p a r t ly  
t h r o u g h  s t im u lu s  fro m  a  m o d e r n is in g  a g r ic u lt u r e  a n d  m ig r a t io n  o f r u r a l  w o rk e rs  to  
u r b a n  jo b s  (see T im m e r  a n d  A k k u s ,  2 0 0 8 ).
A  n u m b e r  o f p a p e r s  fo c u s  o n  s t r u c t u r a l  t r a n s f o r m a t io n  in v o lv in g  th e  a g r ic u l­
t u r a l  a n d  m a n u f a c t u r in g  s e c to rs  p r o d u c t iv it y  a n d  t h e ir  ro le  o n  e c o n o m ic  d e v e l­
o p m e n t, n a m e ly  G lo m m  ( 1 9 9 2 ) ,  M a t s u y a m a  ( 1 9 9 2 ) ,  G o o d f r ie n d  a n d  M c D e r m o t t  
( 1 9 9 5 ) ,  L a it n e r  (2 0 0 0 ), C a s e l l i  a n d  C o le m a n  ( 2 0 0 1 ) ,  G o ll in ,  P a r e n t e , a n d  R o g e r s o n
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( 2 0 0 1 ) ,  a n d  H a n s e n  a n d  P r e s c o t t  (2 0 0 2 ) .
I n  m o r e  d e t a il ,  G lo m m  ( 1 9 9 2 )  p r o v id e s  a  g e n e r a l e q u ilib r iu m  m o d e l o f g ro w th  
a n d  m ig r a t io n  a n d  it s  effect o n  s t r u c t u r a l  t r a n s f o r m a t io n . W h i le ,  G o o d f r ie n d  a n d  
M c D e r m o t t  ( 1 9 9 5 )  fo c u s  o n  lo n g  t e r m  e c o n o m ic  d e v e lo p m e n t o f c o u n t r ie s  t h a t  in ­
v o lv e s  s t r u c t u r a l  t r a n s f o r m a t io n  a n d  id e n t if y  fo u r f u n d a m e n t a l p r o c e s s e s : t h e  e x ­
p lo it a t io n  o f in c r e a s in g  r e t u r n s  to  s p e c ia l is a t io n ,  t h e  t r a n s it io n  fro m  h o u s e h o ld  to  
m a r k e t  p r o d u c t io n , k n o w le d g e  a n d  h u m a n -c a p it a l  a c c u m u la t io n ,  a n d  in d u s t r ia l i ­
s a t io n . L a it n e r  (2 0 0 0 ) p r e s e n ts  a  m o d e l in  w h ic h  a  c o u n t r y ’s  m e a s u r e d  a v e ra g e  
p r o p e n s it y  to  sa v e  e n d o g e n o u s ly  r is e s  w h e n  it s  e c o n o m y  in d u s t r ia lis e s ,  w h ile  C a s e l l i  
a n d  C o le m a n  ( 2 0 0 1 )  p r e s e n ts  a  jo in t  s t u d y  o f t h e  U .S .  s t r u c t u r a l  t r a n s f o r m a t io n  a n d  
r e g io n a l c o n v e rg e n c e  o f  s o u t h e r n  to  n o r t h e r n  a v e ra g e  w a g e s. T h e y  f in d  t h a t  m o s t  o f  
t h e  r e g io n a l c o n v e rg e n c e  is  a t t r ib u t a b le  to  t h e  s t r u c t u r a l  t r a n s f o r m a t io n , in  t e r m s  
o f a  n a t io n w id e  c o n v e rg e n c e  o f  a g r ic u lt u r a l  w a g e s to  n o n a g r ic u lt u r a l  w a g e s a n d  a  
fa s te r  r a t e  o f t r a n s it io n  o f t h e  s o u t h e r n  la b o u r  fo rce  fro m  a g r ic u lt u r a l  to  n o n a g r i­
c u lt u r a l  jo b s . A ls o ,  E c h e v a r r ia  ( 1 9 9 7 )  u se s  a  d y n a m ic  g e n e r a l e q u ilib r iu m  m o d e l  
to  e x a m in e  th e  r e la t io n s h ip  b e tw e e n  e c o n o m y ’s s e c t o r a l c o m p o s it io n  a n d  p e r  c a p it a  
in c o m e  g ro w th  ra te s .
T h e  f in a l o u tc o m e  o f t h e  s t r u c t u r a l  t r a n s f o r m a t io n , w h ic h  c a n  b e  se e n  in  r ic h  
c o u n t r ie s , is  a n  e c o n o m y  a n d  s o c ie t y  w h e re  a g r ic u lt u r e  a s a n  e c o n o m ic  a c t iv i t y  h a s  n o  
d is t in g u is h in g  c h a r a c t e r is t ic s  fro m  o th e r  s e c to r s , a t  le a s t  in  t e r m s  o f t h e  p r o d u c t iv it y  
o f la b o u r  a n d  c a p it a l ,  o r t h e  lo c a t io n  o f  p o v e r t y  ( T im m e r  a n d  A k k u s ,  2 0 0 8 ). T h e  
d is t a n c e  fro m  t h is  s ta g e  c a n  b e  m e a s u r e d  b y  t h e  g a p  in  la b o u r  p r o d u c t iv it y  b e tw e e n  
a g r ic u lt u r a l  a n d  n o n -a g r ic u lt u r a l  w o rk e rs , a n d  a p p ro a c h e s  z e ro  w h e n  in c o m e s  a re  
h ig h  e n o u g h . A lt e r n a t iv e ly ,  th e  c o n v e r g e n c e  b e tw e e n  la b o u r  p r o d u c t iv it y  in  th e  
a g r ic u lt u r e  a n d  n o n -a g r ic u lt u r a l  s e c to r s  c a n  b e  m e a s u r e d  b y  t h e  r a t io  o f t h e  tw o , 
w h ic h  a p p r o a c h e s  o n e  w h e n  la b o u r  p r o d u c t iv it y  is  e q u a l in  t h e  tw o  s e c to rs  (see  
T i m m e r  a n d  A k k u s ,  2 0 0 8 ).
H o w e v e r , in  m a n y  c o u n t r ie s  t h is  s t r u c t u r a l  g a p  m a y  a c t u a l ly  w id e n  d u r in g  p e ­
r io d s  o f  r a p id  g ro w th , w h e n  o v e r a ll G D P  is  g ro w in g  fa s t, t h e  s h a r e  o f a g r ic u lt u r e
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in  G D P  fa lls  m u c h  f a s te r  t h a n  t h e  s h a r e  o f a g r ic u lt u r a l  la b o u r  in  t h e  o v e r a ll la b o u r  
fo rce . T h e  ‘t u r n in g  p o in t ’ in  t h e  g a p  g e n e r a te d  b y  th e s e  d iff e r e n t ia l p ro c e s s e s , a f­
te r  w h ic h  la b o u r  p r o d u c t iv it y  in  t h e  tw o  s e c to rs  b e g in s  to  co n v e rg e , h a s  a ls o  b e e n  
m o v in g  to  th e  r ig h t  o v e r t im e .
T h i s  la g  in  r e a l e a r n in g s  fro m  a g r ic u lt u r e  is  th e  f u n d a m e n t a l c a u s e  o f th e  d e e p  
p o l it ic a l  t e n s io n s  g e n e r a te d  b y  th e  s t r u c t u r a l  t r a n s f o r m a t io n , a n d  it  is  w o rs e n in g .  
H is t o r ic a l ly ,  t h e  c o m p le t e ly  u n if o r m  re s p o n s e  to  th e s e  p o l it ic a l  t e n s io n s  h a s  b e e n  
to  p r o te c t  t h e  a g r ic u lt u r a l  se c to r  fro m  in t e r n a t io n a l c o m p e t it io n  a n d  u lt im a t e ly  to  
p r o v id e  d ir e c t  in c o m e  s u b s id ie s  to  f a r m e r s  (see L in d e r t ,  1 9 9 1 ) .
T h e  s h a r e  o f a g r ic u lt u r a l  la b o u r  in  t h e  t o t a l  la b o u r  fo rce  a n d  t h e  c o n t r ib u t io n  o f  
a g r ic u lt u r e  to  o v e r a ll G D P  d e c lin e  s m o o t h ly  u n t i l  p a r it y  is  re a c h e d  w h e n  a  c o u n t r y  
is  ‘r i c h ’ . T h e  a c t u a l  r e la t io n s h ip  b e tw e e n  t h e  tw o  s h a re s  d e p e n d s  c r i t i c a l ly  o n  th e  
p a c e  o f  c h a n g e  o u t s id e  o f a g r ic u lt u r e  a n d  o n  t h e  la b o u r - in t e n s it y  o f th o s e  a c t iv it ie s .
T h e  m a in  p o in t  is  t h a t  t h e  fa s te r  t h e  s t r u c t u r a l  t r a n s f o r m a t io n , t h e  fa s te r  t h e  
d e c lin e  in  th e  s h a r e  o f a g r ic u lt u r e  in  b o t h  t h e  e c o n o m y  a n d  t h e  o v e r a ll la b o u r  fo rce  
is . A n d  t h e  p a r a d o x  is  t h a t ,  t h e  fa s te r  t h e  s t r u c t u r a l  t r a n s f o r m a t io n , t h e  fa s te r  r u r a l  
p r o d u c t iv it y  (p r o x ie d  b y  r u r a l  la b o u r  p r o d u c t iv it y )  r ise s , a c c o r d in g  to  T im m e r  a n d  
A k k u s  (2 0 0 8 ).
T h u s ,  it  is  n a t u r a l  to  q u e s t io n  t h e  ro le  o f fo re ig n  a id  a s a  d r iv e r  o f s t r u c t u r a l  
tr a n s f o r m a t io n . T h e  in flo w  o f  fo r e ig n  a id  r e s u lts  in  t h e  im m e d ia t e  in c r e a s e  o f f u n d s  
a v a ila b le  in  th e  c o u n t r y  a n d  t h e  p o s s ib i l i t y  o f  h ig h e r  le v e l o f c o n s u m p t io n  o r / a n d  
in v e s t m e n t . H o w e v e r, g ro w th  c a m e  a b o u t  n o t  fro m  g ro w th  a n d  d e v e lo p m e n t  o f th e  
a g r ic u lt u r a l  se c to r  a n d  t h e n  s lo w  t r a n s it io n  to  m a n u f a c t u r in g  a n d  s e r v ic e  se c to rs  
(b e in g  t h e  d o m in a n t  o n e s ), b u t  fro m  t h e  in flo w  o f fo re ig n  a id . L e a r n in g  b y  d o in g  
a n d  g ro w th  o f h u m a n  c a p it a l  m a y  h a v e  n o t  t a k e n  p la c e , a n d  th e s e  a re  th e  e s s e n t ia l  
d e t e r m in a n t s  o f lo n g  t e r m  g ro w th . T h u s ,  s u c h  c o u n tr ie s  m a y  h a v e  e x p e r ie n c e d  h ig h e r  
le v e ls  o f  d is p o s a b le  in c o m e , b u t  b y p a s s in g  t h e  n o r m a l g ro w th  p a t h . T h i s  w il l  n o t  
b e  s u s t a in a b le  in  t h e  lo n g  r u n , u n le s s  t h e  g ro w th  w o u ld  b e  s u p p o r t e d  b y  g ro w th  o f  
h u m a n  c a p it a l  a n d  k n o w le d g e  a c c u m u la t io n .  F u r th e r m o r e , fo r e ig n  a id  m a y  le a d  to
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‘D u t c h -d is e a s e ’- t y p e  e ffe cts, a s  th e  in flo w  o f  fo re ig n  f u n d s  m a y  p ro v o k e  t h e  d e c lin e  
o f th e  m a n u f a c t u r in g  se c to r. I n  o rd e r to  u n d e r s t a n d  th e s e  p o t e n t ia l  e ffe cts, I  re v ie w  
so m e  o f  t h is  l it e r a t u r e  in  th e  n e x t  s e c t io n .
4.2.2 ‘Dutch disease’ and Foreign Aid
O n e  o f  t h e  u n u s u a l  c h a r a c t e r is t ic s  o f e c o n o m ic  g ro w th  is  t h a t  m a n y  d e v e lo p in g  
e c o n o m ie s  e n d o w e d  w it h  n a t u r a l  re s o u rc e s  h a v e  a  t e n d e n c y  to  d e r iv e  l it t le  b e n e fit  
fro m  t h e ir  fo r tu n e  a n d , o n  t h e  c o n t r a r y , h a v e  slo w e r g ro w th  r a te s  t h a n  e c o n o m ie s  
w it h o u t  n a t u r a l  re s o u rc e s  a b u n d a n c e .
T h e  t e r m  ‘D u t c h  d is e a s e ’ w a s  in t r o d u c e d  in  1 9 7 7  in  “T h e  E c o n o m is t ” to  d e s c r ib e  
t h e  d e c lin e  o f th e  m a n u f a c t u r in g  se c to r  a n d  a  v a s t  in c r e a s e  o f w e a lt h  in  t h e  N e t h e r ­
la n d s  a fte r  th e  d is c o v e r y  o f n a t u r a l  g a s  d e p o s it s  in  th e  N o r t h  S e a  in  t h e  1 9 6 0 ’s. T h e  
d is c o v e r y  o f g a s  b r o u g h t  a b o u t  s e r io u s  p r o b le m s  in  o th e r  s e c to rs  o f  t h e  c o u n t r y ’s 
e c o n o m y , a s  th e  D u t c h  g u ild e r  a p p r e c ia t e d , w h ile  m a k in g  D u t c h  n o n -o il  e x p o r t s  le ss  
c o m p e t it iv e .
‘D u t c h  d is e a s e ’ a s a n  e c o n o m ic  c o n c e p t  e x p la in s  th e  s e e m in g  r e la t io n s h ip  b e tw e e n  
t h e  e x p lo it a t io n  o f n a t u r a l  re s o u rc e s  a n d  a  d e c lin e  in  t h e  m a n u f a c t u r in g  s e c to r. A n  
in c r e a s e  in  re v e n u e s  fro m  n a t u r a l  re s o u rc e s  m a y  d e in d u s t r ia l is e  a  n a t io n ’s e c o n o m y  
b y  r a is in g  t h e  e x c h a n g e  r a t e , w h ic h  m a k e s  t h e  m a n u f a c t u r in g  s e c to r le ss c o m p e t it iv e .  
W h i le  in  m o s t  c a s e s  ‘D u t c h  d is e a s e ’ re fe rs  to  n a t u r a l  re s o u rc e  d is c o v e r y , it  c a n  a ls o  
re fer to  a n y  d e v e lo p m e n t t h a t  r e s u lts  in  a  la r g e  in flo w  o f fo re ig n  c u r r e n c y , in c lu d in g  a  
s h a r p  su r g e  in  n a t u r a l  re s o u rc e  p r ic e s , fo r e ig n  a s s is ta n c e  or fo re ig n  d ir e c t  in v e s tm e n t .
‘D u t c h  d is e a s e ’ o c c u r s  w h e n  a  re s o u rc e  d is c o v e r y  o r b o o m  in c r e a s e s  th e  d e m a n d  
for d o m e s t ic  n o n -t r a d a b le  g o o d s , e it h e r  b e c a u s e  t h e  re s o u rc e  se c to r  r e q u ir e s  th e s e  
g o o d s , o r fro m  th e  in c o m e  effect fro m  lo c a l  in c r e a s e d  p r o s p e r ity . T h e  in c r e a s e  in  
th e  p r o d u c t io n  o f n o n -t r a d a b le s  c o m e s a t  t h e  e x p e n s e  o f p r o d u c t io n  o f t r a d a b le s . I n  
o th e r  w o rd s, re s o u rc e s  a re  d r a w n  a w a y  fro m  t h e  n o n -t r a d a b le s  s e c to r  a n d  in to  th e  
t r a d a b le s  s e c to r.
F o r e ig n  a id  c a n  b e  re g a r d e d  a s  ‘n a t u r a l  re s o u rc e  d is c o v e r y ’ , a s  i t  is  a n  in flo w  of
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f u n d s  to  d e v e lo p in g  c o u n t r ie s  a n d  t h is  is  s im ila r  to  th e  in flo w  o f m o n e y  fro m  n a t u r a l  
re s o u rc e s  d is c o v e r y  t h a t  p ro v o k e s  a  ‘re s o u rc e  c u r s e ’ . T r a n s f e r s  o f fo re ig n  a id  fro m  
d e v e lo p e d  to  d e v e lo p in g  c o u n t r y  m a y  th e re fo re  b e  se e n  a s  a  p u r e  tr a n s f e r  o f  f u n d s ,  
w h ic h  w ill  a llo w  t h e  r e c ip ie n t  c o u n t r y  to  im p o r t  m o r e  g o o d s  a n d  s e r v ic e s  w it h o u t  
th e  n e e d  to  in c r e a s e  e x p o r ts  t h r o u g h  a  h ig h e r  le v e l o f p r o d u c t io n .
T h e  im m e d ia t e  im p a c t  o f  a n  in c r e a s e  in  a id  is  a  o n e -o ff  c h a n g e  in  th e  c o m p o ­
s it io n  o f  o u t p u t ,  w h ic h  r e d u c e s  t h e  a m o u n t  o f re so u rc e s  d e v o te d  to  t h e  p r o d u c t io n  
o f t r a d a b le s . I n  t h e  s h o r t  r u n , t h is  c h a n g e  in  o u t p u t  c o m p o s it io n  m a y  n o t  h a v e  
s e r io u s  e ffects a s , d e s p ite  t h e  f a ll  in  e x p o r ts , t h e  le v e l o f im p o r t s  is  s u s t a in e d  b y  th e  
a id  in flo w . H o w e v e r, in  th e  lo n g  r u n  t h e  im p o r t a n c e  o f e x p o r t  se c to r  g ro w th  is  a  
n e c e s s a r y  c o n d it io n  for o v e r a ll g ro w th  a n d  d e v e lo p m e n t.
A n  in c r e a s e  in  fo r e ig n  a id  m ig h t  c a u s e  ‘D u t c h  d is e a s e ’ t h r o u g h  t h e  a p p r e c ia t io n  of  
th e  r e a l e x c h a n g e  r a t e  t h a t  in  t u r n  c a n  s lo w  d o w n  th e  g ro w th  o f  a  c o u n t r y ’s  e x p o r t s 1 . 
T h e r e b y  a id  in c r e a s e s  m ig h t  a ffe ct a  c o u n t r y ’s lo n g -t e r m  g ro w th  p r o s p e c ts  -  e v e n  
t h o u g h  G u p t a  et al. (2 0 0 5 )  e m p h a s is e  t h a t  t h e y  d o  n o t  f in d  s u c h  e v id e n c e . A n o t h e r  
c o m m o n  c o n c e r n  is  in c r e a s e d  in f la t io n . T h e s e  p r o b le m s  c a n  b e  a v o id e d  if  fo re ig n  a id  
is  p r o p e r ly  ‘s p e n t ’ a n d  ‘a b s o r b e d ’ , t h o u g h  m a n y  g o v e rn m e n ts 2 e ith e r  d o  n o t  ‘s p e n d ’ 
fo re ig n  a id , b e c a u s e  o f t h e  fe a r  o f  in f la t io n , o r d o  n o t  ‘a b s o r b ’ it ,  b e c a u s e  o f th e  fe a r  
o f a p p r e c ia t io n  ( M c K in le y ,  2 0 0 5 ) .
T h e  f irs t  m o d e l to  d e s c r ib e  ‘D u t c h  d is e a s e ’ w a s  d e v e lo p e d  b y  C o r d e n  a n d  N e a r y  
( 1 9 8 2 ) .  T h i s  m o d e l c o n s is t s  o f o n e  n o n -t r a d e d  se c to r  a n d  tw o  t r a d e d  s e c to rs , w h e re  
o n e  is  a  b o o m in g  t r a d a b le  s e c to r  a n d  t h e  o th e r  o n e is  th e  la g g in g  ( n o n -b o o m in g )  
t r a d a b le  s e c to r. T h e  b o o m in g  t r a d a b le  s e c to r  is  t h e  e x t r a c t io n  o r p r o d u c t io n  of  
n a t u r a l  re s o u rc e s 3 a n d  t h e  la g g in g  s e c to r  m a in ly  re fe rs to  th e  m a n u f a c t u r in g  s e c to r  
o r to  t h e  a g r ic u lt u r a l  s e c to r. T h e y  sh o w e d  t h a t  w h e n  a  c o u n t r y  ‘c a t c h e s ’ ‘D u t c h  
d is e a s e ’ , t h e  t r a d it io n a l  e x p o r t  s e c to r  g e ts  c ro w d e d  o u t  b y  t h e  o th e r  tw o  se c to rs .
1A real exchange rate appreciation -  an increase in the price of non-tradables relative to the 
price of tradables -  results as demand for non-tradables rises due to the increase in income and 
consumption from the aid inflow.
2For example, Ethiopia and Ghana.
3Mostly oil or gas, but it can be anything, such as coffee or diamonds.
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C o r d e n  ( 1 9 8 4 )  c o m b in e s  a  l it e r a t u r e  011 b o o m in g  s e c to r e c o n o m ic s  a n d  t h e  ‘D u t c h  
d is e a s e ’ u p  to  t h a t  d a te . T h e  m a in  a n a ly s is  is  b a s e d  o n  a  ‘C o r e  M o d e l’ , t h a t  in ­
c lu d e s  s p e n d in g  a n d  re s o u rc e  m o v e m e n t effects in  th r e e  se c to rs , t h e  ‘B o o m in g ’ , t h e  
‘L a g g in g ’ a n d  t h e  ‘N o n -T r a d e a b le ’ se c to rs .
O t h e r  m o d e ls  o f ‘D u t c h  d is e a s e ’ a re  d e v e lo p e d , n a m e ly  b y  V a n  W in jn b e r g e n  
( 1 9 8 4 ) ,  K r u g m a n  ( 1 9 8 7 ) ,  M a t s u y a m a  ( 1 9 9 2 ) ,  S a c h s  a n d  W a r n e r  ( 1 9 9 5 ) ,  G y lf a s o n  et  
a l. ( 1 9 9 9 )  a n d  T o r v ik  ( 2 0 0 1 ) .
M o s t  o f  a l l  o il  p r o d u c in g  d e v e lo p in g  c o u n t r ie s  m a y  e x p e r ie n c e  a  ‘D u t c h  d is e a s e ’ 
t y p e  c r o w d in g  o u t  o f  t h e ir  n o n -o il  t r a d e d  g o o d s  s e c to r, a s  fo u n d  b y  V a n  W in jn b e r g e n  
( 1 9 8 4 ) .  V a n  W in jn b e r g e n  ( 1 9 8 4 )  w a n ts  t o  a n sw e r t h e  q u e s t io n  w h e th e r  h ig h , b u t  
t e m p o r a r y , o il  re v e n u e s  a n d  th e  a s s o c ia te d  n e g a tiv e  effects o n  t h e  n o n -o il  t r a d e d  
g o o d s  s e c to r  s h o u ld  le a d  to  a n  in c r e a s e  i n  th e s e  s u b s id ie s  d u r in g  t h e  p e r io d  o f h ig h e r  
o il  re v e n u e s . T h e  a n sw e r V a n  W in jn b e r g e n  ( 1 9 8 4 )  f in d s  is  p o s it iv e  fo r c o u n tr ie s  t h a t  
c h o o se  n o t  to  u s e  p e r io d s  o f  h ig h  o il  re v e n u e s  to  a c c u m u la t e  fo re ig n  a s s e ts , b u t  to  
u s e  n e w ly  d is c o v e r e d  o il w e a lt h  fo r c o n s u m p t io n . H o w e v e r, if  t h e  o il  re v e n u e s  h a v e  
b e e n  u s e d  to  a c c u m u la t e  fo re ig n  a s s e ts , t h e n  t h e  a n sw e r is  n o t  so c le a r .
O n  t h e  o th e r  h a n d , K r u g m a n  ( 1 9 8 7 )  p r e s e n ts  a  m o d e l o f t r a d e  w h e re  c o m p a r a t iv e  
a d v a n t a g e  d e v e lo p s  t h r o u g h  le a r n in g -b y -d o in g , in s t e a d  o f b e in g  d e te r m in e d  b y  u n ­
d e r ly in g  c h a r a c t e r is t ic s  o f c o u n tr ie s . K r u g m a n ’s ( 1 9 8 7 )  m o d e l e s t a b lis h e s  r a n d o m  
p a t t e r n s  o f  s p e c ia l is a t io n  t h a t  t e n d  to  b e c o m e  p e r m a n e n t  o v e r t im e . T h i s  m o d e l  
sh o w s t h a t  t e m p o r a r y  p r o t e c t io n  o f s e le c te d  s e c to rs  c a n  p e r m a n e n t ly  a lt e r  t h e  p a t ­
t e r n  o f  c o m p a r a t iv e  a d v a n t a g e  in  t h e  p r o t e c t in g  c o u n t r y ’s fa v o u r  a n d  m a y  le a d  to  a  
p e r m a n e n t  lo ss  o f  o th e r  s e c to rs  a n d  r e d u c e  w e lfa re  in  th e  lo n g  r u n .
M a t s u y a m a  ( 1 9 9 2 )  c o n s t r u c t s  a n  e n d o g e n o u s  g ro w th  m o d e l to  sh o w  t h a t  th e  
r e la t io n  b e tw e e n  a g r ic u lt u r a l  p r o d u c t iv it y  a n d  g ro w th  p e r fo r m a n c e  is  v e r y  s e n s it iv e  
to  t h e  a s s u m p t io n  a b o u t  t h e  o p e n n e s s  o f  a n  e co n o m y . T h e  ro le  o f  a g r ic u lt u r a l  p r o ­
d u c t iv i t y  in  e c o n o m ic  d e v e lo p m e n t is  a d d r e s s e d  in  a  tw o -s e c to r  m o d e l o f  e n d o g e n o u s  
g ro w th . T h e s e  tw o  a s s u m p t io n s , a s e x p lo r e d  b y  M a t s u y a m a  ( 1 9 9 2 ) ,  a re  lo w  d e m a n d  
e la s t ic it y  fo r t h e  a g r ic u lt u r a l  g o o d  a n d  t h e  la c k  o f c o m p le te  s p illo v e r  o f  le a r n in g -
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b y -d o in g  a c r o s s  e c o n o m ie s. M a t s u y a m a ’s m o d e l h a s  n o n -h o m o t h e t ic  p re fe re n c e s,  
t h e  in c o m e  e la s t ic it y  o f  d e m a n d  fo r t h e  a g r ic u lt u r a l  g o o d  is  le ss  t h a n  u n it a r y ,  a n d  
th e  e n g in e  o f g ro w th  o c c u r s  t h r o u g h  le a r n in g -b y -d o in g  in  t h e  m a n u f a c t u r in g  s e c to r.  
M a t s u y a m a  ( 1 9 9 2 )  f in d s  t h a t  in  th e  c lo s e d  e c o n o m y  c a s e  (w h e re  th e r e  a re  tw o  se c ­
to r s : m a n u f a c t u r in g  a n d  a g r ic u lt u r e ) ,  t h e  m o d e l p r e d ic t s  a  p o s it iv e  l in k  b e tw e e n  
a g r ic u lt u r a l  p r o d u c t iv it y  a n d  e c o n o m ic  g ro w th , w h ile , for t h e  s m a ll  o p e n  e c o n o m y  
c a s e 4 , it  p r e d ic t s  a  n e g a t iv e  l in k .
S a c h s  a n d  W a r n e r  ( 1 9 9 5 )  f in d  t h a t  e c o n o m ie s  w it h  a  h ig h  r a t io  o f n a t u r a l  re s o u rc e  
e x p o r t s  to  G D P  g ro w  le ss r a p id ly  t h a n  n a t u r a l-r e s o u r c e -s c a r c e  e c o n o m ie s . T h e y  
su g g e s t  t h a t  a n  e n d o g e n o u s  g ro w th  e x p la n a t io n  m a y  lie  b e h in d  t h is  o u tc o m e : if  
re s o u rc e  e x t r a c t io n  se c to rs  g e n e r a te  le ss  e n d o g e n o u s  g ro w th  t h a n  m a n u f a c t u r in g  
s e c to rs  d o , t h e n  re s o u rc e  a b u n d a n c e  m a y  d e p re s s  g ro w th  b y  s h r in k in g  t h e  a lt e r n a t iv e  
g o o d -f o r -g r o w th  se c to rs .
A ls o ,  S a c h s  a n d  W a r n e r  ( 1 9 9 7 )  e x a m in e  t h e  r e la t io n s h ip  b e tw e e n  re s o u rc e  r ic h ­
n e ss  a n d  e c o n o m ic  g ro w th . T h e y  u s e  v a r io u s  c r o s s -s e c t io n s  o f  c o u n t r ie s  for t h e  
p e r io d  1 9 7 0 - 1 9 9 0  a n d  f in d  a  n e g a t iv e  c o n n e c t io n  b e tw e e n  re s o u rc e  a b u n d a n c e  a n d  
e c o n o m ic  g ro w th , n a m e d  ‘re s o u rc e  c u r s e ’ . T h e  n e g a tiv e  c o r r e la t io n  b e tw e e n  re s o u rc e  
a b u n d a n c e  a n d  e c o n o m ic  g ro w th  is  r o b u s t  w it h  t h e  in c lu s io n  o f  a d d it io n a l  s t a n d a r d  
v a r ia b le s  in  th e  g ro w th  re g r e s s io n , in  p a r t ic u la r  m e a s u r e s  o f t r a d e  o p e n n e s s  a n d  o f  
t h e  q u a l it y  o f b u r e a u c r a t ic  a d m in is t r a t io n .  T h e  s a m e  r e la t io n s h ip  is  a n a ly s e d  b y  
G e lb  ( 1 9 8 8 ) ,  A u t y  ( 1 9 9 0 )  a n d  ( 2 0 0 1 ) ,  a n d  H a u s m a n n  a n d  R ig o b o n  (2 0 0 2 ).
S t r u c t u r a l  c h a n g e  in  r e s o u r c e -r ic h  c o u n t r ie s  c a u s e s  t h e  t r a d a b le  s e c to r  to  s h r in k  
v i s - a - v i s  t h e  n o n -t r a d a b le s  s e c to r  ( m a n u f a c t u r in g )  in  a  m a n n e r  t h a t  is  n o t  s u s t a in ­
a b le . T h i s  r e s u lts  in  a n  a d v e r s e  t r e n d  in  t h e  p r o d u c t io n  s t r u c t u r e  t h a t ,  a s s o c ia te d  
w it h  p o lic ie s  to  c lo s e  t h e  e c o n o m y  a n d  c r e a te  d is c r e t io n a r y  re n ts  b e h in d  p r o te c t iv e  
b a r r ie r s ,  e n d s  in  t h e  c u m u la t iv e  m is a llo c a t io n  o f re s o u rc e s  (see  A u t y ,  1 9 9 8 ) .
I n  r e s o u r c e -r ic h  c o u n t r ie s , a c c u m u la t io n  o f  c a p it a l  a n d  s k il ls  is  s lo w e r t h a n  in  s u c ­
c e s s fu l r e s o u r c e -d e f ic ie n t  c o u n t r ie s . T h e  n e g a t iv e  fe a tu re s  o f re s o u rc e  r ic h  d e v e lo p ­
4It is assumed that there is no spillover of learning-by-doing across economies and no capital 
accumulation.
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m e n t  a re  m o r e  v is ib le  in  s m a ll  c o u n t r ie s  a n d  w h e re  th e  re s o u rc e  r e n ts  a c c r u e  m a in ly  
to  t h e  c e n t r a l g o v e rn m e n t, a s in  th e  m in e r a l  e c o n o m ie s  a n d  in  t h e  s lo w -re fo rm in g  
t r a n s it io n  e c o n o m ie s. P a r t  o f t h e  e x p la n a t io n  for th e  s u p e r io r  p e r fo r m a n c e  o f t h e  
re s o u r c e -d e f ic ie n t  c o u n t r ie s  is  t h a t  t h e ir  s p a r t a n  e n d o w m e n ts  o f n a t u r a l  c a p it a l  a c t s  
a s a  c o n s t r a in t  o n  g o v e rn m e n t f a ilu r e  b y  p la c in g  a  p r e m iu m  o n  t h e  n e e d  to  n u r t u r e  
s c a r c e  re s o u rc e s , in c lu d in g  s k il ls ,  in s t it u t io n s  a n d  s o c ia l c a p it a l ,  a n d  to  a c h ie v e  a n  
e ffic ie n t a llo c a t io n  o f  c a p it a l.
T o r v ik  ( 2 0 0 1 )  d e v e lo p s  a n d  e x te n d s  a  m o d e l o f le a r n in g  b y  d o in g  a n d  th e  ‘D u t c h  
d is e a s e ’ . T o r v ik  ( 2 0 0 1 )  in c lu d e s  in to  t h e  m o d e l t h e  f a c t  t h a t  t h e  t r a d e d  a n d  t h e  
n o n -t r a d e d  se c to r  c a n  c o n t r ib u t e  to  le a r n in g  a n d  t h a t  th e r e  a re  le a r n in g  s p illo v e r s  
b e tw e e n  t h e  se c to rs . I t  is  s h o w n  t h a t ,  w it h in  s u c h  a  m o d e l, a  fo r e ig n  e x c h a n g e  g ift  
r e s u lts  in  a  r e a l e x c h a n g e  r a t e  d e p r e c ia t io n  in  th e  lo n g  r u n , d u e  to  a  s h if t  in  th e  
s t e a d y -s t a t e  r e la t iv e  p r o d u c t iv it y  b e tw e e n  t h e  t r a d e d  a n d  th e  n o n -t r a d e d  se c to r ; in  
c o n t r a s t  to  s t a n d a r d  m o d e ls  o f t h e  ‘D u t c h  d is e a s e ’ , p r o d u c t io n  a n d  p r o d u c t iv it y  in  
b o t h  s e c to rs  m a y  go u p  o r d o w n .
A  p a p e r  b y  G y lf a s o n  et al. ( 1 9 9 9 )  id e n t if ie s  th e  s ig n s  o f th e  ‘D u t c h  d is e a s e ’ in  
a  tw o -s e c to r  s t o c h a s t ic  e n d o g e n o u s  g ro w th  m o d e l. A  p r o d u c t iv e  lo w -s k il l - in t e n s iv e  
p r im a r y  s e c to r t r ig g e rs  t h e  c u r r e n c y  to  a p p r e c ia t e  in  re a l te r m s , t h u s  s lo w in g  t h e  d e ­
v e lo p m e n t  o f  a  h ig h -s k il l - in t e n s iv e  s e c o n d a r y  s e c to r a n d  o v e r a ll g ro w th . T h e  v o la t i l ­
i t y  o f t h e  p r im a r y  s e c to r  c re a te s  t h e  r e a l e x c h a n g e  r a t e  u n c e r t a in t y  a n d , as a  r e s u lt ,  
m a y  r e d u c e  in v e s t m e n t  a n d  le a r n in g  in  t h e  s e c o n d a r y  s e c to r t h a t  w il l  h a v e  a n  im p a c t  
o n  g ro w th .
T h e  m a in  a r g u m e n t  in  G y lf a s o n ’s et al. p a p e r  ( 1 9 9 9 )  is  t h a t  a b u n d a n c e  o f  
n a t u r a l  re s o u rc e s  a n d  a  c o r r e s p o n d in g  p r e p o n d e r a n c e  o f p r im a r y  p r o d u c t io n  te n d  
to  in h ib it  e c o n o m ic  g ro w th  b y  r e d u c in g  in v e s t m e n t  in  h u m a n  c a p it a l ,  a s  e d u c a te d  
w o rk e rs  c a n  le a r n  fa s te r  a n d  m o re  e ff ic ie n t ly  ( B a r r o ,  1 9 9 1 ;  M a n k iw  et al., 1 9 9 2 ;  B a r r o  
a n d  S a l a - i -M a r t i n ,  1 9 9 5 ) .  I n  e n d o g e n o u s  g ro w th  m o d e ls , a  fa s te r  r a t e  o f le a r n in g  
a n d  k n o w le d g e  s p illo v e r s  free t h e  e c o n o m y  fro m  d im in is h in g  r e tu r n s  a n d  th e re fo re  
f a c il it a t e  s u s t a in e d  e c o n o m ic  g ro w th , a s d is c u s s e d  e a r lie r  in  t h is  c h a p te r .
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G y lf a s o n  et al. ( 1 9 9 9 )  e m p h a s is e  t h e  ro le  o f h u m a n  c a p it a l  in  m o d e ls  o f e co ­
n o m ic  g ro w th  t h r o u g h  t h e  d iffe re n t le v e ls  o f e d u c a t io n  in  d iffe re n t c o u n t r ie s  t h a t  
le a d  to  c ro s s  c o u n t r y  d iffe re n c e s  in  g ro w th . T h e  p r im a r y  se c to r  ( in c lu d in g  a g r ic u l­
t u r e , f is h in g  a n d  fo r e s tr y )  r e q u ir e s  a n d  g e n e r a te s  le ss  h u m a n  c a p it a l  t h a n  t h e  o th e r  
tw o  m a in  s e c to rs , s e r v ic e s  a n d  in d u s t r y ,  a n d  a s  a  r e s u lt  th e  c o u n t r ie s  w it h  c o m p a r a ­
t iv e  a d v a n t a g e  in  p r o d u c t io n  o f  p r im a r y  o u t p u t  w il l  h a v e  a  slo w e r e c o n o m ic  g ro w th .  
C o u n t r ie s  w it h  a  d o m in a n t  p r im a r y  se c to r  w il l  f a il  to  d e v e lo p  a  s e c o n d a r y  s e c to r,  
t h r o u g h  w h ic h  e c o n o m ic  g ro w th  c a n  b e  a c h ie v e d , a n d  t h is  r e s u lt  c a n  b e  e x p la in e d  
b y  ‘D u t c h  d is e a s e ’ . T h e  d o m in a n t  p r im a r y  s e c to r  c a u s e s  th e  c u r r e n c y  to  a p p r e c ia t e  
in  r e a l t e r m s , t h u s  r e d u c in g  t h e  p r o f it a b il it y  o f o th e r  e x p o rts .
L a t e r  o n , G y lf a s o n  a n d  Z o e g a  (2 0 0 6 ) e x a m in e  a  r e la t io n s h ip  b e tw e e n  n a t u r a l  
re s o u rc e s  a n d  e c o n o m ic  g ro w th , t h r o u g h  s a v in g s  a n d  in v e s t m e n t . T h e y  c o m e  t o  a  
few  c o n c lu d in g  p o in t s : f ir s t , a c c u m u la t io n  o f p h y s ic a l,  h u m a n  a n d  s o c ia l  c a p it a l  is  
in v e r s e ly  r e la t e d  to  t h e  s h a r e  o f  n a t u r a l  c a p it a l  in  n a t io n a l  w e a lth . S e c o n d , e c o n o m ic  
g r o w th  is  in v e r s e ly  c o r r e la t e d  to  n a t u r a l  re s o u rc e  d e p e n d e n c e  a n d  to  in it ia l  in c o m e .  
H o w e v e r , e c o n o m ic  g ro w th  is  p o s it iv e ly  r e la t e d  to  t h e  le v e l o f e d u c a t io n , in v e s t m e n t  
a n d  c iv i l  l ib e r t ie s . G y lf a s o n  a n d  Z o e g a  (2 0 0 6 ) c o n c lu d e  t h a t  n a t u r a l  re s o u rc e s  m a y  
a ffe ct e c o n o m ic  g ro w th  d ir e c t ly  t h r o u g h  m a c r o e c o n o m ic  v a r ia b le s  a n d  in d ir e c t ly  
t h r o u g h  in s t it u t io n s .
T h u s ,  t h e  d is c o v e r y  o f n e w  n a t u r a l  re s o u rc e s  in  a  c o u n t r y  w il l  h a v e  a n  effect o n  
t h e  e c o n o m y  in  tw o w a y s : t h e  re s o u rc e  m o v e m e n t  effect a n d  t h e  s p e n d in g  effect. T h e  
re s o u rc e  m o v e m e n t effect w il l  a ffe ct in  a  w a y  t h a t  th e  re s o u rc e  b o o m  w ill  in c r e a s e  
t h e  d e m a n d  fo r la b o u r , w h ic h  w il l  c a u s e  p r o d u c t io n  to  s h ift  to w a r d  t h e  b o o m in g  
se c to r  a n d  a w a y  fro m  t h e  la g g in g  s e c to r  ( it  is  k n o w n  a s d ir e c t -d e in d u s t r ia l is a t io n ) . 
H o w e v e r , t h is  effect c a n  b e  s m a ll ,  s in c e  t h is  s e c to r e m p lo y s  few er p e o p le . T h e  
s p e n d in g  effect c o m e s f ro m  t h e  e x t r a  re v e n u e  b r o u g h t  in  b y  t h e  re s o u rc e  b o o m  ( it  
is  k n o w n  a s  in d ir e c t -d e in d u s t r ia l is a t io n ) .  A s  a  r e s u lt , a n  in c r e a s e  in  t h e  d e m a n d  
for n o n -t r a d e d  g o o d s  w il l  in c r e a s e  th e  p r ic e  o f  th e s e  g o o d s, b u t  p r ic e s  in  t h e  t r a d e d  
g o o d  se c to r  a re  se t in t e r n a t io n a lly ,  so  t h e y  c a n n o t  b e  c h a n g e d  a n d  t h is  o u tc o m e  w ill
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b r in g  a n  in c r e a s e  in  t h e  r e a l e x c h a n g e  r a te .
P r o m  t h e  t r a d e  th e o r y , t h e  c o u n t r y  w o u ld  t r y  to  s p e c ia lis e  in  in d u s t r ie s  w h e re  
it  h a s  c o m p a r a t iv e  a d v a n ta g e . H o w e v e r, a  s u d d e n  m o v e  a w a y  f ro m  t h e  m a n u f a c ­
t u r in g  s e c to r to  th e  re s o u rc e  e x t r a c t io n  se c to r  c a n  b r in g  a  lo t  o f d is a d v a n t a g e s  for  
th e  e c o n o m y . T h e r e  a re  s e v e r a l re a s o n s  fo r t h is :  th e  f irs t  o n e  is  t h a t ,  i f  t h e  n a t u r a l  
re s o u rc e s  b e g in  to  r u n  o u t  o r i f  th e r e  is  a  d e c re a s e  in  p r ic e s , c o m p e t it iv e  m a n u f a c t u r ­
in g  in d u s t r ie s  d o  n o t  r e t u r n  q u ic k ly , b e c a u s e  t e c h n o lo g ic a l g ro w th  is  s m a lle r  in  th e  
b o o m in g  se c to r  a n d  th e  n o n -t r a d a b le  se c to r  t h a n  th e  n o n -b o o m in g  t r a d a b le  se c to r.  
S e c o n d , s in c e  th e r e  h a s  b e e n  le ss  te c h n o lo g ic a l g ro w th  in  th e  e c o n o m y  r e la t iv e  to  
o th e r  c o u n tr ie s , it s  c o m p a r a t iv e  a d v a n t a g e  in  n o n -b o o m in g  t r a d a b le  g o o d s  w il l  h a v e  
s h r u n k , t h u s  le a d in g  f irm s  n o t  to  in v e s t  in  t h e  t r a d a b le  s e c to r. T h i r d ,  v o la t i l i t y  in  
th e  p r ic e  o f n a t u r a l  re s o u rc e s , a n d  t h u s  t h e  r e a l e x c h a n g e  r a t e , m a y  p r e v e n t  m o re  
in v e s t m e n t  fro m  f irm s , s in c e  f irm s  w il l  n o t  in v e s t  if  t h e y  a re  n o t  s u r e  w h a t  t h e  f u tu r e  
e c o n o m ic  c o n d it io n s  w ill  b e . F u r t h e r m o r e , th e r e  a re  m a n y  m o r e  d is a d v a n t a g e s  a sso ­
c ia t e d  w it h  ‘D u t c h  d is e a s e ’ , s u c h  a s  c o r r u p t io n  a n d  p r o te c t io n is t  p o lic ie s  for a ffe cte d  
la g g in g  se c to r in d u s t r ie s ,  b u t  th e s e  effects c a n  m o s t  a c c u r a t e ly  b e  d e s c r ib e d  a s p a r t  
o f t h e  b r o a d e r  re so u rc e  c u rs e .
I t  is  c o m p lic a t e d  to  a sse ss  w h e th e r  o r n o t  a  c o u n t r y  su ffe rs fro m  ‘D u t c h  d is e a s e ’ , 
s in c e  it  is  d iff ic u lt  to  p ro v e  t h e  r e la t io n s h ip  b e tw e e n  a n  in c r e a s e  in  n a t u r a l  re so u rc e  
r e v e n u e s , th e  r e a l e x c h a n g e  r a t e  a n d  a  d e c lin e  in  th e  la g g in g  se c to r. T h e r e  a re  a  n u m ­
b e r  o f d iffe re n t f a c to r s  t h a t  c o u ld  b e  c a u s in g  t h e  a p p r e c ia t io n  o f t h e  r e a l e x c h a n g e  
r a te . T h e  B a la s s a -S a m u e ls o n  effect h a p p e n s  w h e n  a n  in c re a s e  in  p r o d u c t iv it y  le v e ls  
h a v e  a n  effect o n  th e  r e a l e x c h a n g e  r a t e . C h a n g e s  in  th e  te r m s  o f t r a d e  a re  e q u a lly  
im p o r t a n t ,  as w e ll a s  la r g e  c a p it a l  in flo w s. M o s t  o f th e  t im e , th e s e  c a p it a l  in flo w s  
a re  c a u s e d  b y  fo re ig n  d ir e c t  in v e s t m e n t  o r it  c a n  b e  c a u s e d  b y  a n y  la r g e  in flo w  o f  
m o n e y  in to  th e  c o u n try .
A t  t h e  s a m e  t im e  it  is  v e r y  d iff ic u lt  to  see a  re a s o n  b e h in d  t h e  d e c lin e  o f th e  
la g g in g  s e c to r, fo r e x a m p le  t h e  c a s e  o f t h e  N e t h e r la n d s . I t  c a n  b e  a rg u e d  t h a t  th e  
d e c lin e  in  m a n u f a c t u r in g  w a s d u e  to  t h e  u n s u s t a in a b le  s p e n d in g  o n  s o c ia l s e r v ic e s .
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In flo w s  o f O D A  m ig h t  r a is e  fe a rs  o f  ‘D u t c h  d is e a s e ’ b y  e x a c e r b a t in g  m a c r o e c o ­
n o m ic  in s t a b il it y  t h r o u g h  in c r e a s in g  in f la t io n  a n d  a p p r e c ia t in g  t h e  re a l e x c h a n g e  
r a te , a s it  w a s a rg u e d  b y  R a j  a n  a n d  S u b r a m a n ia m  (2 0 0 5 ) . A ls o ,  g ro w th  is  im ­
p a ir e d  b e c a u s e  th e  e x c h a n g e  r a t e  a p p r e c ia t io n  w il l  h a m p e r  t h e  c o m p e t it iv e n e s s  o f a  
c o u n t r y ’s e x p o r t  s e c to r.
H o w e v e r, B a r d e r  (2 0 0 6 ) a rg u e s  t h a t  it  is  u n lik e ly  t h a t  a  lo n g -t e r m , s u s t a in e d  
a n d  p r e d ic t a b le  in c re a s e  in  a id  w o u ld , t h r o u g h  th e  im p a c t  o n  t h e  r e a l e x c h a n g e  
r a te , h a v e  a  n e g a tiv e  effect o n  th e  e c o n o m y  for th r e e  re a s o n s . F i r s t ,  th e  im p a c t  
o n  e x p o r t s  fro m  ‘D u t c h  d is e a s e ’ is  n o t  n e c e s s a r ily  n e g a tiv e  a n d  it  m ig h t  n o t  a ffect  
e c o n o m ic  g ro w th  to  a  g re a t  e x te n t. S e c o n d , fo re ig n  a id  s p e n t  o n  im p r o v in g  th e  
s u p p ly  s id e  ( in v e s tm e n ts  in  in f r a s t r u c t u r e , e d u c a t io n , g o v e rn m e n t in s t it u t io n s  a n d  
h e a lt h )  m a y  c r e a te  m o re  b e n e fits  for t h e  c o u n t r y  t h a n  th e  lo ss  o f  c o m p e t it iv e n e s s  
fro m  t h e  ‘D u t c h  d is e a s e ’ effect.
N e v e r th e le s s , th e  m a c r o e c o n o m ic  effects o f  a id  m a y  c a u s e  s u b s t a n t ia l  h a r m  if  th e  
a id  is  n o t  s u s t a in e d  u n t i l  it s  b e n e fits  a re  r e a lis e d , b e c a u s e  th e  c o s ts  o f a  t e m p o r a r y  
lo ss  o f c o m p e t it iv e n e s s  m ig h t  e x ce e d  t h e  b e n e fits  o f th e  s h o r t -t e r m  in c r e a s e  in  fo r­
e ig n  a id  a n d  m ig h t  c a u s e  m a c r o e c o n o m ic  in s t a b il it y  a n d  h ig h  t r a n s it io n a l  c o s ts , a s  
a n a ly s e d  b y  B a r d e r  (2 0 0 6 ).
T h e  e x p a n s io n  o f e x p o r t s  is  a  n e c e s s a r y  c o n d it io n  for d e v e lo p in g  c o u n tr ie s  a s  
t h e y  p r o v id e  tr a n s f e r  o f id e a s  a n d  te c h n o lo g y , c r e a te  m o re  jo b s , in c r e a s e  p r o d u c t iv it y  
t h r o u g h  h ig h e r  le v e l o f c o m p e t it io n  a n d  le a r n in g  b y  d o in g , t h u s  in c r e a s in g  w ag e s a n d  
in c o m e . B e r g  a n d  K r u e g e r  (2 0 0 3 )  e x a m in e  t h e  im p o r t a n c e  o f t r a d e  p o l ic y  for p o v e r ty  
r e d u c t io n  a n d  c o n s id e r  t h e  effects o f o p e n n e s s  o n  p o v e r t y  in  tw o  c o m p o n e n ts : th e  
effect o f o p e n n e s s  o n  a v e ra g e  in c o m e  g ro w th , a n d  t h e  effect o n  d is t r ib u t io n  for a  g iv e n  
g ro w th  r a te . T h e  c o n c lu s io n  is  t h a t  t r a d e  o p e n n e s s  h a s  a n  effect o n  g ro w th , h o w e v e r  
t r a d e  p o l ic y  is  o n ly  o n e  o f m a n y  d e te r m in a n t s  o f g ro w th  a n d  p o v e r t y  r e d u c t io n .
O v e r a ll,  a id  c a n  b e  u s e d  t o  a c h ie v e  h ig h e r  le v e ls  o f p r o d u c t iv it y .  T h e r e  a re  tw o  
s id e s  o f im p a c t  fro m  r e c e iv in g  a id : d e m a n d  a n d  s u p p ly  s id e  im p a c t s .  D e m a n d  s id e  
im p a c t s  le a d  to  c h a n g e s  in  t h e  s t r u c t u r e  o f  d o m e s t ic  o u t p u t . I f  a id  is  u s e d  to  im p ro v e
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th e  s u p p ly  s id e  (to  e x p o r t  m o re  o r to  im p r o v e  it s  c a p a c it y  to  c o m p e te  w it h  im p o r t s ) ,  
t h e n  t h e  n e t effect o n  o u t p u t  w il l  b e  p o s it iv e .
T o  s u m m a r is e  t h is  s e c t io n , ‘D u t c h  d is e a s e ’ re fe rs to  th e  n e g a t iv e  effect t h a t  th e  
d is c o v e r y  o f n a t u r a l  re s o u rc e s  t e n d s  to  h a v e  o n  a  c o u n t r y ’s g ro w th . T h i s  h a p p e n s  
a s  a  r e s u lt  o f  th e  s u r p lu s  fro m  n a t u r a l  re s o u rc e  e x p o rts . R e s o u r c e  e x p o r ts  c a u s e  
th e  a p p r e c ia t io n  o f  t h e  c o u n t r y s  c u r r e n c y  a n d  m a k e s  th e  o th e r  e x p o r ts  a c t iv it ie s  
u n c o m p e t it iv e . B u t  th e s e  o th e r  e x p o r t  a c t iv it ie s  w ere p r e v io u s ly  c r e a t in g  g ro w th  
a n d  d e v e lo p m e n t o f t h e  e co n o m y . T h e  g ro w th  o f th e  la b o u r -in t e n s iv e  m a n u f a c t u r e d  
e x p o r ts  a n d  s e r v ic e s  a re  t h e  se c to rs  t h a t  h a v e  t h e  p o t e n t ia l to  ‘d r iv e ’ a  c o u n t r y  
th r o u g h  th e  p a t h  o f s t r u c t u r a l  t r a n s f o r m a t io n . S o , as a  r e s u lt , ‘D u t c h  d is e a s e ’ c re ­
a te s  a  ‘b a r r ie r ’ fo r d iv e r s if ic a t io n  in to  m a n u f a c t u r e d  a n d  s e r v ic e  e x p o r t s  d o m in a n c e .  
N e x t ,  I  a t t e m p t  to  a sse ss  th e s e  effects e m p ir ic a lly .
4.3 Em pirical A nalysis
4.3.1 Preliminary Analysis
A s  d is c u s s e d  in  th e  p r e v io u s  s e c t io n , s t r u c t u r a l  t r a n s f o r m a t io n  is  c h a r a c t e r is e d  b y , 
a m o n g  o th e r  a s p e c ts , a  d e c r e a s in g  w e ig h t o f a g r ic u lt u r a l  p r o d u c t io n  in  o v e r a ll o u t p u t  
a n d  b y  a n  in c r e a s e  in  a g r ic u lt u r a l  p r o d u c t iv it y .  I n  th e  n e x t  s e c t io n , I  p r o v id e  a  m o re  
f o r m a l s t a t is t ic a l  a n a ly s is  o f th e s e  s t y lis e d  f a c ts , b u t  it  is  u s e fu l to  g la n c e  a t  t h e  lo n g  
r u n  p a t t e r n s  in  th e  d a t a  c o n c e r n in g  d e v e lo p in g  c o u n tr ie s .
F ig u r e  4 . 1  sh o w s t h a t  s t r u c t u r a l  t r a n s f o r m a t io n  in  a  s e le c t io n  o f L a t i n  A m e r ic a n  
a n d  A s i a n  c o u n tr ie s  ( d e ta ils  o f  t h e  d a t a  a re  d is c u s s e d  n e x t)  is  t a k in g  p la c e . F i g ­
u re  4 . 1  d e m o n s tr a te s  t h e  d e c lin in g  s h a r e  o f e m p lo y m e n t  in  a g r ic u lt u r e  a n d  t h e  s h a r e  
o f a g r ic u lt u r e  in  G D P .  T h e  f in a l o u tc o m e  o f t h e  s t r u c t u r a l  t r a n s f o r m a t io n  is  a n  e c o n ­
o m y  w h e re  a g r ic u lt u r e  a s  a n  e c o n o m ic  a c t iv i t y  h a s  n o  d is t in g u is h in g  c h a r a c t e r is t ic s  
fro m  in d u s t r y  a n d  s e r v ic e s  se c to rs , a t  le a s t  in  te r m s  o f th e  p r o d u c t iv it y  o f  la b o u r  
a n d  c a p it a l ,  or th e  lo c a t io n  o f p o v e r t y  ( T im m e r  a n d  A k k u s ,  2 0 0 8 ). O n  t h e  g r a p h ,  
t h is  s ta g e  is  re p re s e n te d  a s th e  g a p  in  la b o u r  p r o d u c t iv it y  b e tw e e n  a g r ic u lt u r a l  a n d
Foreign Aid: A Driver for Structural Transformation or ‘Dutch Disease ’ ? An
Analysis of Changes in the Agricultural Sector 83
n o n -a g r ic u lt u r a l  w o rk e rs  t h a t  a p p r o a c h e s  z e ro  w h e n  in c o m e s  a re  h ig h  e n o u g h . T h i s  
c a n  b e  c le a r ly  se e n  fro m  t h e  g r a p h s  for a l l  c o u n t r ie s  a n d  for in d iv id u a l  c o u n t r y  in  
e a c h  g ro u p .
F ig u r e  4 .2  il lu s t r a t e s  t h e  b r e a k  d o w n  b y  c o u n t r y  in  L a t i n  A m e r ic a .  D e s p it e  
s p e c if ic  d iffe re n c e s, th e  lo n g  r u n  r e la t io n s h ip  h o ld s  a n d  e a c h  e c o n o m y  c o n firm s  th e  
s ig n s  o f  s t r u c t u r a l  t r a n s f o r m a t io n . F o r  c o m p a r is o n , A s i a n  c o u n t r ie s  a re  n o t  t h a t  
s im ila r .  F ig u r e  4 .6  sh o w s t h a t  I n d i a n  a n d  t h e  P h il ip p in e s  e c o n o m y  h a v e  s l ig h t ly  d if ­
fe re n t g r a p h s  fro m  o th e r  A s i a n  e c o n o m ie s , n e v e rth e le s s  th e r e  a re  s ig n s  o f  s t r u c t u r a l  
t r a n s f o r m a t io n  a n d  g ro w th . E a c h  v a r ia b le  c a n  b e  se e n  m o re  c le a r ly  a n d  s e p a r a te  
fro m  o th e r  v a r ia b le s  o n  s e p a r a t e  g r a p h s . S e e  F ig u r e  4 .3 ,  F ig u r e  4 .4 , F ig u r e  4 .7  a n d  
F ig u r e  4 .8 .
A n o t h e r  v a r ia b le  o f in te r e s t  is  a id . F ig u r e  4 .5  a n d  F ig u r e  4 .9  sh o w  t h e  s h a r e  of  
a id  i n  e a c h  c o u n t r y  in  L a t i n  A m e r ic a  a n d  in  A s i a .  F r o m  th e  g r a p h s  it  c a n  b e  se e n  
t h a t  t h e  a m o u n t  o f a id  is  c h a n g in g  fro m  y e a r  to  y e a r , h o w e v e r a n  u p w a r d  t r e n d  c a n  
b e  n o t ic e d  in  o n ly  a  few  e c o n o m ie s , b u t  n o t  in  a l l  o f t h e m .
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Figure 4.1: The structural transformation in Latin America (top graph) and Asia
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Figure 4.2: The structural transformation by country in Latin America
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Figure 4.3: Share of employment in agriculture in Latin America
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Figure 4.4: Agricultural value added share in Latin America
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Figure 4.5: Share of aid in Latin America
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Figure 4.6: The structural transformation by country in Asia
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Figure 4.7: Share of employment in agriculture in Asia
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Figure 4.8: Agricultural value added share in Asia
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Figure 4.9: Share of aid in Asia
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4.3.2 Econometric Analysis
T h e  m a in  o b je c t iv e  o f t h is  c h a p te r  is  to  a n a ly s e  th e  ro le  o f fo re ig n  a id  in  s t r u c t u r a l  
c h a n g e s  in  s e c to r a l c o n t r ib u t io n s  to  g ro w th . I n  o rd e r to  d o  so , I  p r o c e e d  in  tw o  
sta g e s. F i r s t ,  s e c t o r a l s h a r e s  ( a g r ic u lt u r e , in d u s t r y  a n d  s e r v ic e s )  a re  re g re sse d  o n  
fo re ig n  a id  flow s a n d  v a r ia b le s  d e e m e d  to  in flu e n c e  s t r u c t u r a l  t r a n s f o r m a t io n . A s  
m e n tio n e d  a b o v e , t r a d e  is  s u c h  a  d r iv in g  fo rce , so  e x p o r ts  a n d  im p o r t s  a re  c h o se n  a s  
t h e  a d d it io n a l  v a r ia b le s . S e c o n d , I  fo c u s  o n  th e  h is t o r ic a l  p a t t e r n s  o f t h e  a g r ic u lt u r a l  
s e c to r , r e la t in g  th e s e  to  lo n g  r u n  g r o w th  t r e n d s  a n d  fo re ig n  a id  flo w s. I  d o  so  b y  
a n a ly s in g  t h e  d y n a m ic s  o f t h e  s h a r e  o f t h e  a g r ic u lt u r e  in  t o t a l  o u t p u t  a n d  t o t a l  
e m p lo y m e n t  a n d  m e a s u r e s  o f a g r ic u lt u r a l  p r o d u c t iv it y .
A s  e lse w h e re  in  t h is  t h e s is , th e  c h o s e n  m e th o d o lo g y  is  to  u se  p a n e l d a t a  e s t i­
m a t io n  t h r o u g h  t h e  le a s t  s q u a r e s  d u m m y  v a r ia b le s  ( L S D V )  a p p r o a c h . D u e  to  d a t a  
l im it a t io n s  ( in  p a r t ic u la r  c o n c e r n in g  d a t a  fo r s e c to r a l s h a r e s ) , o n ly  L a t i n  A m e r ic a n  
a n d  A s i a n  c o u n tr ie s  a re  in c lu d e d  a n d  a n a ly s e d . A l l  d a t a  is  c o lle c te d  fro m  th e  W o r ld  
B a n k  ( W o r ld  D e v e lo p m e n t  In d ic a t o r s  -  W D I )  d a t a b a s e , G r o n in g e n  G r o w t h  a n d  D e ­
v e lo p m e n t  C e n t r e 5 a n d  fro m  t h e  In t e r n a t io n a l  L a b o r  O r g a n is a t io n  ( K e y  In d ic a t o r s  
o f t h e  L a b o r  M a r k e t  -  K I L M )  d a t a b a s e . T o  s t a r t  w it h , 4 4  d e v e lo p in g  c o u n t r ie s  a re  
in c lu d e d  in  t h is  p a n e l6.
T h e  d a t a s e t  c o v e rs  th e  y e a r s  f ro m  1 9 6 6  to  2 0 0 5  a n d  c o n t a in s  in f o r m a t io n  o n  
t h e  s h a r e  o f G D P  in  th r e e  m a in  se c to rs  o f  t h e  e c o n o m y  ( a g r ic u lt u r e , in d u s t r y  a n d  
s e r v ic e s ) , e x p o r ts  a n d  im p o r t s ,  a s  w e ll a s  O f f ic ia l  D e v e lo p m e n t  A s s is t a n c e  ( O D A ) .  
H o w e v e r , t h e  s e c o n d  p a r t  o f th e  e s t im a t io n s  h a d  to  b e  d o n e  w it h  a  s m a lle r  d a t a s e t  
d u e  to  d a t a  l im it a t io n s  a n d  in  so m e  c a s e s  d a t a  u n a v a ila b il it y .  I n  t h is  c a s e , t h e  p a n e l  
c o n s is t s  o f 9 L a t i n  A m e r ic a n 7 a n d  5  A s i a n  c o u n tr ie s , see A p p e n d ix  C ,  a n d  c o n t a in s  
in f o r m a t io n  o n  a d d it io n a l  v a r ia b le s , s u c h  a s  la b o u r  p a r t ic ip a t io n  r a t io s  a n d  la b o u r
5Groningen Growth and Development Centre 10-sector database, June 2007, 
http://w w w .ggdc.net/, de Vries and Timmer (2007).
6Asia (6), Latin America and Caribbean (13), North Africa (4) and from Sub-Saharan Africa 
(21).
rData for Venezuela’s composition by sector in 2005 was taken from World Services Group. 
Venezuela Business Guide at http://worldservicesgroup.com/.
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p r o d u c t iv it y  r a t io  for e a c h  s e c to r. T h e  t im e  p e r io d  is  fro m  19 6 0  to  2 0 0 5  for L a t i n  
A m e r ic a n  c o u n tr ie s  a n d  a  s h o rte r  p e r io d  -  1 9 7 5  to  2 0 0 4  -  fo r A s i a n  c o u n tr ie s . T h e  
s h o r te r  t im e  p e r io d  w a s c h o se n  so  t h a t  a  b a la n c e d  p a n e l is  e s t im a t e d .
T a b le  4 . 1  l is t s  th e  v a r ia b le s  u s e d  in  t h is  s e c t io n . A G R V A ,  S E R V A  a n d  I N D V A  
sh o w  t h e  s h a r e  o f  a g r ic u lt u r e , s e r v ic e s  a n d  in d u s t r y , r e s p e c t iv e ly , in  t o t a l  v a lu e  
a d d e d . A G R E M P L  is  th e  s h a r e  o f  a g r ic u lt u r a l  e m p lo y m e n t  in  t o t a l  e m p lo y m e n t.  
G A P  d e n o te s  th e  d iffe re n ce  b e tw e e n  t h e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  v a lu e  a d d e d  a n d  
it s  s h a r e  in  e m p lo y m e n t. A c c o r d in g  to  T i m m e r  a n d  A k k u s  (2 0 0 8 ) , t h e  a d v a n ta g e  o f  
u s in g  t h e  d iffe re n c e  in  s h a r e s  r a t h e r  t h a n  t h e ir  r e la t iv e  v a lu e s  is  t h a t  t h e  g a p  v a r ia b le  
c a n  b e  d ir e c t ly  in te r p r e te d  in  w e lfa re  te r m s  in to  a  “s e c t o r a l G i n i  c o e ff ic ie n t” , t h a t  
sh o w s t h e  in e q u a lit y  o f in c o m e s  ( la b o u r  p r o d u c t iv it y )  b e tw e e n  tw o  se c to rs . T h e  
n e g a t iv e  o f th e  G A P  v a r ia b le  is  e q u a l to  th e  G i n i  c o e ffic ie n t fo r a g r ic u lt u r a l  G D P  
p e r  w o rk e r c o m p a r e d  w it h  n o n -a g r ic u lt u r a l  G D P  p e r  w o rk e r. G A P R A T I O  is  th e  
r a t io  b e tw e e n  th e  s h a r e  o f  a g r ic u lt u r e  in  v a lu e  a d d e d  a n d  it s  s h a r e  in  e m p lo y m e n t,  
t h a t  is , a g r ic u lt u r a l  la b o u r  p r o d u c t iv it y .  T h i s  v a r ia b le  c a n  b e  u s e fu l to  te s t  for  
c o n v e rg e n c e  in  la b o u r  p r o d u c t iv it y ,  a s  t h e  G A P  d o e s n o t  p e r m it  to  d o  so ( T im m e r  
a n d  A k k u s ,  2 0 0 8 ). T h e  r a t io  c o n v e rg e s  to  o n e , w h e re a s  t h e  G A P  v a r ia b le  c o n v e rg e s  
to  ze ro . G D P P C ,  L N G D P P C  a n d  L N G D P P C S Q  a re  v a r io u s  ‘f o r m s ’ to  m e a s u r e  
lo n g  r u n  g ro w th . E X P O R T S  a n d  I M P O R T S  a re  t r a d e  v a r ia b le s . A I D  is  o ff ic ia l  
d e v e lo p m e n t a s s is ta n c e .
T h e  in it ia l  r e g r e s s io n  h a s  th e  f o llo w in g  fo rm :
S E C T O R V A it = a  + pEXp E X P O R T S it +  f3IMp IM P O R T S it +  /3AIDA ID it +  eit
( 4 .1 )
w h e re : e is  a n  e rro r t e r m  a n d  S E C T O R V A  d e n o te s  a g r ic u lt u r e , in d u s t r y  o r s e r v ic e s  
s h a r e  in  v a lu e  a d d e d . T h e  e s t im a t io n  r e s u lts  for th e  a b o v e  E q u a t io n  4 . 1  c a n  b e  f o u n d  
in  T a b le s  4 .2 , 4 .3  a n d  4 .4 .
T a b le  4 .2  sh o w s t h e  r e s u lts  fo r th e  r e la t io n s h ip  b e tw e e n  th r e e  se c to rs  o f th e  
e c o n o m y  a n d  h o w  t h e y  a re  a ffe cte d  b y  c h a n g e s  in  th e  a m o u n t s  o f e x p o r t s , im p o r t s  
a n d  O D A ,  w h e n  a ll  c o u n t r ie s  a re  in c lu d e d  in  th e  p a n e l. A l l  r e s u lt s  in  t h is  t a b le
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Table 4.1: List of variables
A G R V A
S E R V A
I N D V A
A G R E M P L
G A P
G A P R A T I O
G D P P C
L N G D P P C
L N G D P P C S Q
E X P O R T S
I M P O R T S
A I D
A g r ic u lt u r e ,  v a lu e  a d d e d  ( %  G D P )
S e r v ic e s , v a lu e  a d d e d  ( %  G D P )
In d u s t r y ,  v a lu e  a d d e d  ( %  G D P )
T h e  s h a r e  o f a g r ic u lt u r a l  e m p lo y m e n t  in  t o t a l  e m p lo y m e n t  
T h e  d iffe re n c e  b e tw e e n  A G R V A  a n d  A G R E M P L  
T h e  r a t io  b e tw e e n  A G R V A  a n d  A G R E M P L  
G D P  p e r  c a p it a  in  c o n s t a n t  2 0 0 0  U S $
N a t u r a l  L o g  o f  G D P  p e r  c a p it a  
N a t u r a l  L o g  o f G D P  p e r  c a p it a  s q u a r e d  
E x p o r t s  ( %  G D P )
Im p o r t s  ( %  G D P )
O f f ic ia l  D e v e lo p m e n t  A s s is t a n c e  p e r c a p it a
Notes: Data are from World Bank and Groningen Growth and Development Centre.
a re  s t a t is t ic a l ly  s ig n if ic a n t . T r a d e  v a r ia b le s ,  e x p o r t s  a n d  im p o r t s  h a v e  a  n e g a tiv e  
effect o n  a g r ic u lt u r a l  s e c to r, - 0 . 1 7  a n d  -0 .0 6  r e s p e c tiv e ly . H o w e v e r, e x p o r ts  b e n e fit  
in d u s t r y , w h e re  th e  c o e ffic ie n t is  0 .3 ,  w h ile  im p o r t s  is  fo u n d  to  h a v e  a  n e g a tiv e  
r e la t io n s h ip  o n  in d u s t r y , w it h  a n  e s t im a t e d  c o e ff ic ie n t  o f -0 .0 5 .  P r o m  c o lu m n  th r e e ,  
it  c a n  b e  se e n  t h a t  im p o r t s  h a v e  a  p o s it iv e  effect o n  th e  s e r v ic e  se c to r  ( 0 . 1 1 ) ,  w h ile  
e x p o r ts  h a v e  a  n e g a t iv e  effect o n  t h e  s e r v ic e  s e c to r ( - 0 . 1 3 ) .  N o t a b ly , O D A  is  fo u n d  
to  h a v e  a  p o s it iv e  im p a c t  o n  t h e  a g r ic u lt u r a l  se c to r  sh a r e , w it h  a  v a lu e  o f 0 .6 8 . 
H o w e v e r, t h e  effect o f O D A  o n  s e r v ic e s  a n d  in d u s t r y  is  n e g a tiv e  ( -0 .3  a n d  -0 .3 9  
r e s p e c t iv e ly ) .
T h i s  r e s u lt  se e m s to  im p ly  t h a t  in c r e a s e s  in  fo re ig n  a id  flow s c o n t r ib u t e  to  in ­
cre a se s  in  th e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  p r o d u c t io n . T h u s ,  in s t e a d  o f b e in g  b e n e fi­
c ia l  fo r th e  s e c to rs  t h a t  d r iv e  g ro w th  a n d  d e v e lo p m e n t, w h e re  in v e s t m e n t  in  re s e a r c h  
a n d  d e v e lo p m e n t a re  m o re  im p o r t a n t ,  fo r e ig n  a id  a p p e a r s  to  b e  c o u n t e r a c t in g  s t r u c ­
t u r a l  t r a n s f o r m a t io n .
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T a b le  4 .2 : E s t im a t io n  r e s u lts
A G R V A I N D V A S E R V A
S a m p le 1 9 6 6 -2 0 0 5 19 6 6 -2 0 0 5 1 9 6 6 -2 0 0 5
C r o s s  s e c t io n s 4 4 44 44
O b s e r v a t io n s 1 7 6 0 17 6 0 1 7 6 0
C 2 8 .2 3 2 3 .7 2 4 8 .1 9
( 0 .5 7 ) * (0 .4 6 )* (0 .4 7 )*
E X P O R T S - 0 . 1 7 0 .3 - 0 . 1 3
(0 .0 2 )* (0 .0 2 )* (0 .0 2 )*
I M P O R T S -0 .0 6 -0 .0 5 0 . 1 1
( 0 .0 2 )* (0 .0 2 )* (0 .0 2 ) *
O D A 0 .6 8 -0 .3 9 -0 .3
(0 .0 4 )* (0 .0 3 ) * (0 .0 3 ) *
Standard errors are in parentheses. (*) Indicates significance at the 5% level.
O v e r a ll,  e s t im a t io n  r e s u lts  for L a t i n  A m e r ic a n  c o u n tr ie s  a n d  fo r A s i a n  c o u n tr ie s  
( T a b le s  4 .3  a n d  4 .4 )  a re  v e r y  s im ila r  to  r e s u lts  o b t a in e d  in  T a b le  4 .2 . M o s t  o f th e  
v a r ia b le s  a re  s ig n if ic a n t , w it h  few  e x c e p tio n s , b u t  th e  m a in  p ic t u r e  h o ld s . O D A  h a s  
a  p o s it iv e  effect o n  t h e  a g r ic u lt u r a l  se c to r  in  L a t i n  A m e r ic a  ( 2 .8 3 )  a n d  A s i a  (2 .0 9 ) .  
H o w e v e r, O D A  h a s  a  n e g a tiv e  effect o n  in d u s t r y  a n d  s e r v ic e s  se c to rs  ( -0 .5 6  a n d  -  
1 .6 7 )  in  L a t i n  A m e r ic a ,  b u t  a  p o s it iv e  a n d  in s ig n if ic a n t  effect o n  in d u s t r y  for A s i a n  
c o u n t r ie s  (0 .4 ) . T r a d e  v a r ia b le s  sh o w  th e  s a m e  p ic t u r e  as a t  th e  a g g re g a te  le v e l.
N e x t ,  I  c o m p le m e n t  t h e  p r e v io u s  a n a ly s is  b y  fo c u s in g  o n  s t r u c t u r a l  c h a n g e s  in  
t h e  a g r ic u lt u r a l  se c to r. I n  p a r t ic u la r ,  I  e x te n d  t h e  a n a ly s is  in  T i m m e r  a n d  A k k u s  
(2 0 0 8 ), w h o  c o n s id e r  a  re g r e s s io n  s im ila r  to  m in e , b u t  in c lu d e  o n ly  G D P  p e r c a p it a ,  
t h e  s q u a r e  o f  G D P  p e r  c a p it a  a n d  t e r m s  o f  t r a d e  in  o rd e r to  a n a ly s e  c h a n g e s  in  
th e  lo n g  r u n  p a t t e r n s  o f t h e  s h a r e s  o f a g r ic u lt u r e  ( A G R V A  a n d  A G R E M P L )  a n d  
a g r ic u lt u r a l  la b o u r  p r o d u c t iv it y  ( G A P  a n d  G A P R A T I O ) .  U n lik e  T im m e r  a n d  A k k u s  
(2 0 0 8 ) , w h o  fo c u s  o n  a  c r o s s -s e c t io n  o f c o u n t r ie s , I  u se  p a n e l d a t a  re g re s s io n s  a d d in g  
fo re ig n  a id  (n o w  in  p e r  c a p it a  te r m s )  a s a  d r iv e r  o f s t r u c t u r a l  t r a n s f o r m a t io n  in  th e  
a g r ic u lt u r e  se c to r.
I  c o n s id e r  re g r e s s io n  r e s u lts  fo r t h e  s a m p le  c o n t a in in g  a ll  c o u n t r ie s , b u t  a ls o  fo r  
L a t i n  A m e r ic a n  a n d  A s i a n  c o u n t r ie s  g r o u p e d  s e p a r a t e ly  (r e s u lts  a re  p r o d u c e d  w it h
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T a b le  4 .3 : E s t im a t io n  r e s u lts  -  L a t i n  A m e r ic a n  c o u n tr ie s
A G R V A I N D V A S E R V A
S a m p le 1 9 6 6 -2 0 0 5 1 9 6 6 -2 0 0 5 1 9 6 6 -2 0 0 5
C r o s s  s e c t io n s 6 6 6
O b s e r v a t io n s 2 4 0 2 4 0 2 4 0
C 1 0 .9 6 3 7 .6 7 5 0 .5 9
(0 .6 7 ) * (0 .6 6 )* (0 .7 5 ) *
E X P O R T S - 0 .2 7 0 .5 2 - 0 . 5 1
(0 .0 9 )* (0 .0 9 )* ( 0 . 1 1 ) *
I M P O R T S 0 .2 4 -0 .6 4 0 .7 4
(0 .0 9 )* (0 .0 9 )* ( 0 .1 ) *
O D A 2 .8 3 -0 .5 6 - 1 . 6 7
(0 .3 9 ) * (0 .3 8 ) (0 .4 3 ) *
Standard errors are in parentheses. (*) Indicates significance at the 5% level.
T a b le  4 .4 : E s t im a t io n  r e s u lts -  A s ia n  c o u n tr ie s
A G R V A I N D V A S E R V A
S a m p le 1 9 6 6 -2 0 0 5 19 6 6 -2 0 0 5 1 9 6 6 -2 0 0 5
C r o s s  s e c t io n s 4 4 4
O b s e r v a t io n s 1 6 0 16 0 1 6 0
C 3 3 .0 1 2 3 .7 2 4 3 .2 6
( 1 .3 4 ) * (0 .8 6 )* ( 1 . 1 7 ) *
E X P O R T S 0 .2 4 0 .0 8 - 0 . 3 1
(0 .0 8 )* (0 .0 5 ) (0 .0 7 ) *
I M P O R T S -0 .5 5 0 . 1 7 0 .3 8
(0 .0 9 )* (0 .0 6 )* (0 .0 8 )*
O D A 2 .0 9 0 .4 -2 .4 8
(0 .8 4 )* (0 .5 3 ) ( 0 .7 3 ) *
Standard errors are in parentheses. (*) Indicates significance at the 5% level.
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a n d  w it h o u t  t r a d e  v a r ia b le s ) .  I n  a d d it io n ,  g iv e n  t h a t  t h e  s h a r e s  d is p la y  a  t r e n d in g  
p a t t e r n  a n d  a re  th e re fo re  n o n -s t a t io n a r y ,  t h e  re g re ss io n  m o d e l is  a ls o  e s t im a t e d  w it h  
th e  v a r ia b le s  in  d iffe re n ce s.
F o r  c o m p a r is o n , t h e  m o d e l is  e s t im a t e d  w it h  ( P a n e ls  B  a n d  D )  a n d  w it h o u t  
f ix e d  c o u n t r y  effects ( P a n e ls  A  a n d  C ) .  T h e  c h o ic e  o f f ix e d  effects o v e r r a n d o m  
effects is  n o t  c o n tr o v e r s ia l,  a s  te s ts  r e v e a l t h a t  th e  fo rm e r is  u s u a l ly  p r e fe r a b le  to  
t h e  la t t e r .  A n o t h e r  a s p e c t  is  t h a t  L a t i n  A m e r ic a n  c o u n tr ie s  in  p a r t ic u la r  m a y  h a v e  
so m e  c h a r a c t e r is t ic s  in  c o m m o n  ( la n g u a g e , c o lo n ia l p a s t , e tc) a n d  th e re fo re  t h e  u se  
o f r a n d o m  c o u n t r y  s p e c if ic  effects m a y  b e  in a p p r o p r ia t e . T h e  L S D V  e s t im a t o r  o f th e  
b a la n c e d  p a n e l is  c o rr e c te d  fo r h e t e r o s c e d a s t ic it y  in  e a c h  p a n e l a n d  c r o s s -c o u n t r y  
c o r r e la t io n . N o w , I  w ill  e x p la in  e a c h  t a b le  s e p a r a te ly .
T a b le  4 .5 ,  T a b le  4 .6 , T a b le  4 .7  a n d  T a b le  4 .8  re fer to  e s t im a t io n s  d o n e  fo r L a t i n  
A m e r ic a n  c o u n tr ie s . T a b le  4 .9 , T a b le  4 .1 0 ,  T a b le  4 . 1 1  a n d  T a b le  4 . 1 2  re fe r to  e s t i­
m a t io n s  d o n e  for A s i a n  c o u n tr ie s .
T a b le  4 .5  a n d  T a b le  4 .9  sh o w  r e s u lt s  for s t r u c t u r a l  t r a n s f o r m a t io n , w h ile  T a ­
b le  4 .6  a n d  T a b le  4 .1 0  in c lu d e  t r a d e  v a r ia b le s  a s w e ll. T a b le  4 .7  a n d  T a b le  4 .8  
c o n tr o l for t h e  s t a t io n a r it y  p r o b le m  fo r t h e  g ro u p  o f L a t i n  A m e r ic a n  c o u n tr ie s ,  
w h ile  T a b le  4 . 1 1  a n d  T a b le  4 . 1 2  c o n t r o l for s t a t io n a r it y  p r o b le m  in  A s i a n  c o u n tr ie s  
s a m p le .
T a b le  4 .5  sh o w s th e  r e s u lts  o f s t r u c t u r a l  t r a n s f o r m a t io n  fo r L a t i n  A m e r ic a n  c o u n ­
tr ie s . T h e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  G D P  h a s  a  n e g a tiv e  a n d  s ig n if ic a n t  r e la t io n ­
s h ip  w it h  t h e  l in e a r  t e r m  o f  G D P  p e r  c a p it a  ( -0 .8 6 6 ) ,  im p ly in g ,  a s  e x p e c te d , t h a t  
t h e  g ro w th  o f G D P  p e r  c a p it a  w il l  d e cre a s e  th e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  G D P .  
H o w e v e r t h e  q u a d r a t ic  t e r m  o f  G D P  p e r  c a p it a  is  n e g a tiv e , a t  -0 .0 5 .  O n e  w o u ld  
e x p e c t  th e  q u a d r a t ic  t e r m  to  b e  p o s it iv e , c o n s is t e n t  w it h  t h e  s h a r e  o f a g r ic u lt u r e  in  
t o t a l  G D P  f a ll in g  a t  a  d e c r e a s in g  r a te . T h e  co e ffic ie n t o f th e  a id  v a r ia b le  is  a g a in  
p o s it iv e  a n d  s ig n if ic a n t , a lb e it  s m a ll .  T h i s  im p lie s  t h a t  if  a id  p e r  c a p it a  in c re a s e s  b y  
1 0  d o lla r s , t h e  s h a r e  o f a g r ic u lt u r e  in c r e a s e s  b y  h a lf  a  p e r c e n ta g e  p o in t . N e v e r th e ­
le ss , w h e n  t h e  m o d e l is  e s t im a t e d  w it h  f ix e d  effects, th e  q u a d r a t ic  t e r m  is  p o s it iv e
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( 0 .0 2 1 )  w h ile  t h e  l in e a r  t e r m  is  n e g a t iv e  ( -0 .3 8 5 ) ,  so  t h e  s h a r e  o f a g r ic u lt u r e  in  t o t a l  
G D P  is  d e c r e a s in g  a t  a  d e c r e a s in g  r a te . T h e  c o e ffic ie n t o n  a id  is  p o s it iv e , b u t  n o w  
m u c h  s m a lle r .
T h e  s h a r e  o f a g r ic u lt u r a l  e m p lo y m e n t  in  t o t a l  e m p lo y m e n t  is  f o u n d  to  h a v e  a  
p o s it iv e  r e la t io n s h ip  w it h  G D P  p e r  c a p it a  a n d  n e g a tiv e  w it h  a id  a n d  q u a d r a t ic  t e r m  
o f G D P  p e r  c a p it a ,  b u t  a l l  t h e  c o e ff ic ie n ts  a re  in s ig n if ic a n t . W h e n  t h is  e q u a t io n  is  
e s t im a t e d  w it h  f ix e d  e ffe cts, h o w e v e r, a l l  t h e  c o e ff ic ie n ts  b e c o m e  s ig n if ic a n t , b u t  t h e  
q u a d r a t ic  t e r m  is  n e g a tiv e  ( -0 .0 2 8 ) ,  w h ile  a id  h a s  a  s m a ll  n e g a t iv e  c o e ff ic ie n t. O n  th e  
o th e r  h a n d , w h e n  th e  p r o d u c t iv it y  d iffe re n c e  a n d  r a t io  a re  t a k e n  a s  t h e  d e p e n d e n t  
v a r ia b le ,  fo re ig n  a id  h a s  a  p o s it iv e  a n d  s ig n if ic a n t  effect.
W h e n  t r a d e  v a r ia b le s  a re  in c lu d e d  ( T a b le  4 .6 ) ,  m o s t  o f th e  v a r ia b le s  a re  s ig n if i­
c a n t  w it h o u t  f ix e d  effects. A n  in c r e a s e  i n  e x p o r t s  le a d s  to  a  d e c re a s e  in  t h e  s h a r e  o f  
a g r ic u lt u r e  in  t o t a l  G D P ,  w h ile  im p o r t s  h a v e  a  p o s it iv e  effect o n  t h e  A G R V A  ( 0 .1 4 5  
a n d  s ig n if ic a n t ) . R e s u lt s  a re  v e r y  s im ila r  w h e n  t h e  s h a r e  o f a g r ic u lt u r a l  e m p lo y m e n t  
in  t o t a l  e m p lo y m e n t  is  t h e  d e p e n d e n t  v a r ia b le ,  t h e  v a lu e  o f  e x p o r t s  is  -0 .3 5 2  a n d  
im p o r t s  -  0 .0 9 1 .  C o n c e r n in g  t h e  A i d  v a r ia b le , it  is  a lw a y s  p o s it iv e , b u t  s m a ll ,  a n d  
s ig n if ic a n t  fo r A G R V A  a n d  G A P R A T I O .  W h e n  I  e s t im a t e  t h e  e q u a t io n s  w it h  f ix e d  
e ffe cts, t h e  im p a c t  o f a id  b e c o m e s  n e g a t iv e  a n d  s ig n if ic a n t  for a g r ic u lt u r a l  s h a r e s .
T a b le  4 .5  a n d  T a b le  4 .9  sh o w  r e s u lt s  o f s t r u c t u r a l  t r a n s f o r m a t io n  fo r L a t i n  A m e r ­
ic a n  c o u n t r ie s  a n d  for A s i a n  c o u n t r ie s , a n d  it  c a n  b e  se e n  t h a t  t h e y  a re  v e r y  s im ila r .  
I n  m o s t  c a s e s, it  c a n  b e  se e n  t h a t  a s  t h e  G D P  p e r  c a p it a  in c r e a s e s , t h e  s h a r e  o f  
a g r ic u lt u r e  in  e m p lo y m e n t  d e c r e a s e s , b u t  a t  a  d e c r e a s in g  r a te . T h i s  c a n  b e  se e n  
fro m  F ig u r e  4 . 1 .
T a b le  4 .9  a n a ly s e s  s t r u c t u r a l  t r a n s f o r m a t io n  in  A s i a n  c o u n tr ie s . A s  t h e  G D P  
p e r  c a p it a  in c r e a s e s , th e  s h a r e  o f  a g r ic u lt u r e  in  t o t a l  G D P  d e cre a s e s  a t  th e  d e c r e a s ­
in g  r a te . T h e  L N G D P P C  is  -0 .2 8 7 ,  w h ile  q u a d r a t ic  t e r m  is  p o s it iv e  ( 0 .0 1 5 )  a n d  
b o t h  v a r ia b le s  a re  s ig n if ic a n t .  R e g a r d in g  A id ,  t h e  r e s u lts  p o in t  to  a  p o s it iv e , b u t  
in s ig n if ic a n t  effect, w h e n  n o  f ix e d  effects a re  u s e d , w h ile  f ix e d  e ffe cts r e t u r n  n e g a t iv e  
c o e ffic ie n ts , w h ic h  a re  s ig n if ic a n t  fo r A G R V A  a n d  G A P R A T I O .
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T a b le  4 . 1 0  in c lu d e s  t r a d e  v a r ia b le s  (e x p o r t s  a n d  im p o r t s )  for A s i a n  c o u n tr ie s .  
W h e n  t h e  m o d e l is  e s t im a t e d  w it h  f ix e d  effe cts, b o t h  im p o r t s  a n d  e x p o r t s  h a v e  a  
n e g a t iv e  effect o n  A G R V A ,  a s w e ll a s  o n  A G R E M P .  A id ,  in  t u r n ,  h a s  a  p o s it iv e  
c o e ffic ie n t  w h e n  n o  f ix e d  effects a re  u s e d , b u t  it  is  n e g a tiv e  w h e n  th e s e  a re  in c lu d e d ,  
a n d  s ig n if ic a n t  fo r A G R E M P  a n d  G A P R A T I O .
T h e  a b o v e  r e s u lts  m a y  b e  c r it ic is e d  d u e  to  t h e  p o t e n t ia l  n o n -s t a t io n a r it y  o f so m e  
v a r ia b le s . P a n e l  u n it  r o o t  t e s ts  b y  L e v in ,  L i n  &  C h u ,  t h a t  a s s u m e s  c o m m o n  u n it  
r o o t  p r o c e s s , sh o w  a b s e n c e  o f u n it  r o o t s  (th e  n u ll  h y p o th e s is  o f u n it  ro o t  w a s r e je c te d  
in  fa v o u r  o f  a lt e r n a t iv e ) .  A t  t h e  s a m e  t im e , u n it  ro o t  te s ts  b y  I m ,  P e s a r a n  a n d  S h in  
W - s t a t ,  t h a t  a s s u m e s  in d iv id u a l  u n it  ro o t  p r o c e s s , sh o w  th e  p r e s e n c e  o f  u n it  ro o ts .
T h e  r e s u lts  o f  u n it  ro o t  te s ts  for L a t i n  A m e r ic a n  c o u n tr ie s  a re  p re s e n te d  b e lo w 8. 
T h e  n o n -s t a t io n a r it y  o f t h e  s h a r e  o f a g r ic u lt u r e  ( A G R V A )  c a n  b e  se e n  fro m  p a n e l  
u n it  r o o t  te s t s  b y  L e v in ,  L i n  &  C h u  -  S t a t is t ic s  -0 .9 8 4  ( p -v a lu e  0 .1 6 2 )  a n d  b y  Im ,  
P e s a r a n  a n d  S h in  W - s t a t  -  S t a t is t ic s  0 .2 7 7  ( p -v a lu e  0 .6 0 9 ). S o , I  c a n  n o t  r e je c t  th e  
n u ll  h y p o t h e s is  of u n it  r o o t , im p ly in g  t h a t  se r ie s  A G R V A  is  n o n -s t a t io n a r y .  T h e  n o n -  
s t a t io n a r it y  o f A G R E M P  c a n  b e  se e n  fro m  p a n e l u n it  ro o t  te s t s  b y  L e v in ,  L i n  &; C h u  
-  S t a t is t ic s  - 1 . 4 4 8  ( p -v a lu e  0 .0 7 4 )  a n d  b y  I m ,  P e s a r a n  a n d  S h in  W - s t a t  -  S t a t is t ic s  
-0 .0 4 7  ( p -v a lu e  0 .4 8 2 ) . A s  a  r e s u lt ,  I  c a n  n o t  r e je c t  th e  n u ll  h y p o th e s is  o f u n it  ro o t,  
w h ic h  im p lie s  t h a t  se rie s  A G R E M P  is  n o n -s t a t io n a r y .  T h e  n o n -s t a t io n a r it y  o f G A P  
v a r ia b le  c a n  b e  se e n  fro m  p a n e l u n it  ro o t  te s ts  b y  L e v in ,  L i n  &  C h u  -  S t a t is t ic s  
- 1 . 4 3 7  ( p -v a lu e  0 .0 7 5 )  a n d  b y  I m ,  P e s a r a n  a n d  S h in  W - s t a t  - -  S t a t is t ic s  -0 .3 9 9  ( p -  
v a lu e  0 .3 4 5 ) .  S o , I  c a n  n o t  r e je c t  t h e  n u ll  h y p o t h e s is  o f  u n it  r o o t , im p ly in g  t h a t  
se r ie s  G A P  is  n o n -s t a t io n a r y .  F i n a l ly ,  t h e  n o n -s t a t io n a r it y  o f G A P R A T I O  c a n  b e  
se e n  fro m  p a n e l u n it  ro o t  te s t s  b y  L e v in ,  L i n  &  C h u  -  S t a t is t ic s  -0 .5 2  ( p -v a lu e  0 .3 0 1 )  
a n d  b y  Im ,  P e s a r a n  a n d  S h in  W - s t a t  -  S t a t is t ic s  0 . 1 7  ( p -v a lu e  0 .5 6 8 ) .  A s  a  r e s u lt , I  
c a n  n o t  r e je c t  t h e  n u ll  h y p o t h e s is  o f u n it  r o o t , w h ic h  im p lie s  t h a t  s e r ie s  G A P R A T I O  
is  n o n -s t a t io n a r y .
S im ila r  p ic t u r e  h o ld s  for t h e  g ro u p  o f  A s i a n  c o u n tr ie s . T h e  n o n -s t a t io n a r it y  o f
8I have presented results for the estimation that includes trade variables and have been estimated 
with fixed effects.
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t h e  s h a r e  o f a g r ic u lt u r e  ( A G R V A )  c a n  b e  s e e n  fro m  p a n e l u n it  ro o t  te s ts  b y  L e v in ,  
L i n  &  C h u  -  S t a t is t ic s  - 1 . 2 4 4  ( p -v a lu e  0 . 1 0 7 ) .  S o , I  c a n  n o t  r e je c t  t h e  n u ll  h y p o t h e s is  
o f u n it  r o o t , im p ly in g  t h a t  s e r ie s  A G R V A  is  n o n -s t a t io n a r y . H o w e v e r , te s t  b y  I m ,  
P e s a r a n  a n d  S h in  W - s t a t  sh o w e d  a b s e n c e  o f u n it  ro o t  -  S t a t is t ic s  - 2 . 6 6 1  ( p -v a lu e  
0 .0 0 4 ) . A ls o ,  t h e  n o n -s t a t io n a r it y  o f  A G R E M P  c a n  b e  se e n  fro m  p a n e l u n it  ro o t  
te s t s  b y  L e v in ,  L i n  &  C h u  -  S t a t is t ic s  1 . 5 3 1  ( p -v a lu e  0 .9 3 7 )  a n d  b y  Im ,  P e s a r a n  
a n d  S h in  W - s t a t  -  S t a t is t ic s  0 .9 2 9  ( p -v a lu e  0 .8 2 4 ) . A s  a  r e s u lt ,  I  c a n  n o t  r e je c t  
t h e  n u ll  h y p o th e s is  o f u n it  r o o t , w h ic h  a ls o  im p lie s  t h a t  se rie s  A G R E M P  is  n o n -  
s t a t io n a r y . T h e  n o n -s t a t io n a r it y  o f G A P  v a r ia b le  c a n  b e  se e n  f ro m  p a n e l u n it  ro o t  
t e s ts  b y  L e v in ,  L i n  &  C h u  -  S t a t is t ic s  1 . 4 1 8  ( p -v a lu e  0 .9 2 2 )  a n d  b y  Im ,  P e s a r a n  
a n d  S h in  W - s t a t  -  S t a t is t ic s  0 .9 6 6  ( p -v a lu e  0 .8 3 3 ) .  S o , I  c a n  n o t  r e je c t  th e  n u ll  
h y p o t h e s is  o f u n it  ro o t , im p ly in g  t h a t  s e r ie s  G A P  is  n o n -s t a t io n a r y .  F i n a l ly ,  th e  
n o n -s t a t io n a r it y  o f G A P R A T I O  c a n  b e  s e e n  fro m  p a n e l u n it  r o o t  te s t s  b y  L e v in ,  
L i n  &  C h u  -  S t a t is t ic s  -0 .3 6 8  ( p -v a lu e  0 .3 5 6 )  a n d  b y  I m ,  P e s a r a n  a n d  S h in  W - s t a t  
-  S t a t is t ic s  -0 .9 8 7  ( p -v a lu e  0 . 1 6 2 ) .  A s  a  r e s u lt ,  I  c a n  n o t  r e je c t  t h e  n u ll  h y p o th e s is  
o f u n it  r o o t , w h ic h  im p lie s  t h a t  s e r ie s  G A P R A T I O  is  n o n -s t a t io n a r y .
T o  d e a l w it h  n o n -s t a t io n a r it y  o f  t h e  m a in  v a r ia b le s , t h e  e q u a t io n s  a re  e s t im a t e d  
in  d iffe re n c e s. T h e  r e s u lts  a re  r e p o r te d  in  T a b le  4 .7  a n d  T a b le  4 .8  fo r L a t i n  A m e r ic a n  
c o u n t r ie s  a n d  in  T a b le  4 . 1 1  a n d  T a b le  4 . 1 2  for A s ia n  c o u n tr ie s . I n  t h is  c a s e , m o s t  
o f th e  c o e ff ic ie n ts  b e c o m e  in s ig n if ic a n t ,  t h o u g h  th e  A i d  co e ff ic ie n t  is  n e g a t iv e  and*  
s ig n if ic a n t  w h e n  t h e  G A P R A T I O  is  t h e  d e p e n d e n t  v a r ia b le  a n d  t r a d e  v a r ia b le s  a re  
in c lu d e d , in  t h e  c a s e  o f  L a t i n  A m e r ic a n  c o u n tr ie s .
H o w e v e r , t h e  r e s u lts  for H a u s m a n  te s t  fo r A G R V A  in  T a b le  4 .6  c a n  n o t  r e je c t  
th e  n u l l  h y p o t h e s is ,  C h i - S q .  s t a t is t ic s  is  3 . 1 5 2  ( p -v a lu e  is  0 .6 7 7 ) .  T h e  s a m e  h o ld s  
fo r A G R E M P  -  C h i - S q .  s t a t is t ic s  is  4 .9 9 9  ( p -v a lu e  is  0 .4 1 6 )  a n d  fo r G A P  -  C h i - S q .  
s t a t is t ic s  is  1 0 .5 4  ( p -v a lu e  is  0 .0 6 1 ) .  N e v e r th e le s s , t h e  H a u s m a n  te s t  su g g e s ts  t h a t  
fo r G A P R A T I O ,  f ix e d  e ffe cts m o d e l is  a p p r o p r ia t e  -  C h i -S q .  s t a t is t ic s  is  1 6 .5 2 6  
( p -v a lu e  is  0 .0 0 6 ). - •'
T h e  r e s u lts  o f p o o le d  v s . f ix e d  e ffe cts in  T a b le  4 .6  su g g e s t  t h a t  f ix e d  e ffects a re
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a p p r o p r ia te . R e s u lt s  fo r A G R V A  sh o w  t h a t  C r o s s -s e c t io n  F  is  3 4 7 .6 8 1  ( p -v a lu e  -  
0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q n a r e  is  7 5 8 .5 3 5  ( p -v a lu e  -  0 .0 0 0 0 ) , fo r A G R E M P  -  
C r o s s -s e c t io n  F  is  7 2 .9 8 3  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  3 2 8 . 1 2 1  
( p -v a lu e  -  0 .0 0 0 0 ), fo r G A P  -  C r o s s -s e c t io n  F  is  7 8 .3 5 2  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -  
s e c t io n  C h i -s q u a r e  is  3 4 3 .7 5 2  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  for G A P R A T I O  -  C r o s s -s e c t io n  
F  is  1 1 4 . 6 2 4  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  4 3 4 .8 9 8  ( p -v a lu e  -  
0.0000).
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T h e  r e s u lts  o f  p o o le d  v s . f ix e d  e ffe cts in  T a b le  4 .1 0  su g g e st  t h a t  f ix e d  e ffects a re  
a p p r o p r ia te . R e s u lt s  fo r A G R V A  sh o w  t h a t  C r o s s -s e c t io n  F  is  1 6 9 .5 0 6  ( p -v a lu e  -  
0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  2 6 4 .7 8 7  ( p -v a lu e  -  0 .0 0 0 0 ), for A G R E M P  -  
C r o s s -s e c t io n  F  is  2 0 6 .0 9 8  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  2 8 9 .4 7 6  
( p -v a lu e  -  0 .0 0 0 0 ), for G A P  -  C r o s s -s e c t io n  F  is  2 9 1 . 1 6 6  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  
C r o s s -s e c t io n  C h i -s q u a r e  is  3 3 4 .8 0 9  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  fo r G A P R A T I O  -  C r o s s -  
s e c t io n  F  is  2 3 7 .4 5 1  ( p -v a lu e  -  0 .0 0 0 0 ) a n d  C r o s s -s e c t io n  C h i -s q u a r e  is  3 0 7 .8 1 7  ( p -  
v a lu e  -  0 .0000) 9.
9The results of Hausman test for variables in Table 4.10 can not be performed due to restric­
tion that random effects estimation requires number of cross sections be greater than number of 
coefficients.
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4.4 C oncluding Rem arks
T h i s  c h a p t e r  d is c u s s e s  t h e  t h e o r e t ic a l  a n d  e m p ir ic a l  r e la t io n s h ip  b e tw e e n  fo re ig n  
a id  a n d  t h e  effects o f s e c t o r a l c o m p o s it io n , w it h  a n  a c c e n t  o n  a g r ic u lt u r a l  s e c to r,  
in  L a t i n  A m e r ic a n  a n d  A s i a n  c o u n t r ie s . T h e  m a in  o b je c t iv e  o f t h is  c h a p te r  is  to  
e s t a b lis h  a  l in k ,  if  th e r e  is  o n e , b e tw e e n  fo r e ig n  a id  a n d  s t r u c t u r a l  t r a n s f o r m a t io n  in  
th e s e  d e v e lo p in g  c o u n tr ie s . O n e  p o t e n t ia l  o u t c o m e  o f fo re ig n  a id  is  ‘D u t c h  d is e a s e ’ , 
t h e  a p p a r e n t  r e la t io n s h ip  b e tw e e n  t h e  e x p lo it a t io n  o f n a t u r a l  re s o u rc e s  a n d  a  d e c lin e  
in  t h e  m a n u f a c t u r in g  s e c to r , t h a t  le a d s  to  t h e  a p p r e c ia t io n  o f t h e  e x c h a n g e  r a t e  a n d  
m a k e s  th e  m a n u f a c t u r in g  s e c to r  le ss  c o m p e t it iv e . F o r e ig n  a id  c a n  t h u s  h a v e  a  s im ila r  
effect to  ‘n a t u r a l  re s o u rc e  d is c o v e r y ’ . A n  in c r e a s e  in  fo re ig n  a id  m a y  c r e a te  a  c h a n g e  
in  t h e  c o m p o s it io n  o f o u t p u t , w h ic h  re d u c e s  t h e  a m o u n t  o f re s o u rc e s  d e v o te d  to  t h e  
p r o d u c t io n  o f t r a d a b le  g o o d s.
I n  t h is  c h a p te r , th e  e m p h a s is  is  o n  t h e  a g r ic u lt u r a l  s e c to r. F o r  d e v e lo p in g  c o u n ­
t r ie s ,  a g r ic u lt u r e  c a n  b e  t h e  m a in  w a y  o u t  o f p o v e rty . A g r ic u lt u r a l  d e v e lo p m e n t  is  
a n  im p o r t a n t  p a r t  o f s t r u c t u r a l  t r a n s f o r m a t io n  a n d  d e fin e s a  p a t t e r n  o f g ro w th  a n d  
d e v e lo p m e n t  e x p e r ie n c e d  b y  a  m a jo r it y  o f c o u n tr ie s .
W h i le  t h e o r y  o n  ‘D u t c h  d is e a s e ’ a n d  s t r u c t u r a l  t r a n s f o r m a t io n  m a y  su g g e st th e  
p r e s e n c e  o f ‘D u t c h  d is e a s e ’ w h e n  a  c o u n t r y  re c e iv e s  fo re ig n  a id , e m p ir ic a l  te s ts  w ere  
in c o n c lu s iv e . In d e e d , a lt h o u g h  t h e r e  a re  c le a r  s ig n s  of s t r u c t u r a l  t r a n s f o r m a t io n ,  
in  a c c o r d a n c e  w it h  th e  u s u a l  s t y l is e d  f a c ts , th e  r e s u lts  fo r t h e  e ffe cts o f a id  a re  
s m a ll  in  te r m s  o f m a g n it u d e  a n d  m ix e d , b o t h  in  t e r m s  o f  s ig n  a n d  s ig n if ic a n c e . I n  
s o m e  c a s e s, p o s it iv e  a n d  s ig n if ic a n t  e ffe cts a re  f o u n d  w h e n  n o  f ix e d  effects a re  u s e d ,  
w h e r e a s  n e g a t iv e  a n d  s ig n if ic a n t  e ffe cts o c c u r  w h e n  th e  la t t e r  a re  in  p la c e . O v e r a ll,  
t h e  r e s u lts  a re  n o t  r o b u s t  a c r o s s  s a m p le s , s p e c if ic a t io n s  a n d  m e th o d s , so it  is  d if f ic u lt  
t o  a s c e r t a in  w h e th e r  a id  d r iv e s  s t r u c t u r a l  t r a n s f o r m a t io n  o r le a d s  to  ‘D u t c h  d is e a s e ’ .
N a t u r a l ly ,  t h e  l im it a t io n s  o f t h e  e m p ir ic a l  a n a ly s is  c o n d u c t e d  m u s t  b e  re c o g n is e d .  
F i r s t ,  d a t a  c o n s t r a in t s  m e a n s  t h a t  o n ly  a  s h o r t  c ro ss  s e c t io n  o f c o u n t r ie s  is  in c lu d e d  
in  t h e  s a m p le . S e c o n d ly , th e  n o n -s t a t io n a r it y  o f so m e  v a r ia b le s  m a y  r e q u ir e  th e  
u s e  o f p a n e l c o in t e g r a t io n  t e c h n iq u e s . F i n a l ly ,  th e  e s t im a t io n s  a re  b a s e d  o n  s t a t ic
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p a n e ls , t h u s  n o t  t a k in g  in to  a c c o u n t  t h e  f u ll  d y n a m ic s  o f t h e  d a t a .  T h e s e  is s u e s  a re  
b e y o n d  th e  s c o p e  o f t h e  e x p lo r a t o r y  a n a ly s is  p u r s u e d  h e re  a n d  a re  le ft  for fu t u r e  
re s e a r c h .
CHAPTER 5
Donors’ Preferences in the Provision o f Aid
5.1 Introduction
P r e v io u s  c h a p te r s , a s  w e ll a s  t h e  la s t  c h a p t e r  o f m y  t h e s is , e x a m in e  t h e  e ffe c tiv e n e ss  
o f a id  a n d  w h ic h  f a c to r s  t h a t  m a y  a ffe ct it ,  s u c h  a s  c o r r u p t io n . C le a r ly ,  t h e  fo c u s  
is  o n  t h e  r e c ip ie n t  s id e . I n  c o n t r a s t ,  t h is  c h a p te r  c o n c e n t r a t e s  o n  t h e  q u e s t io n  o f  
w h a t  m o t iv a t e s  d o n o r  c o u n t r ie s  to  p r o v id e  fo r e ig n  a id . A r e  a lt r u i s t ic / h u m a n it a r ia n  
c o n s id e r a t io n s  t h e  m a in  e x p la n a t io n  fo r g iv in g  a id ?  O r  d o  c o m m e r c ia l  in te r e s t s , p a s t  
c o lo n ia l r e la t io n s h ip s  a n d  o th e r  m o r e  ‘s e lf -s e r v in g ’ m o t iv e s  d e te r m in e  th e  p r o v is io n  
o f a id ?  O f  c o u rs e , a  c o m b in a t io n  o f a lt r u is m  a n d  s e lf -in te r e s t  c a n n o t  b e  r u le d  o u t.  
T h i s  c h a p te r  t r ie s  to  d is e n ta n g le  A r ia d n e ’s  t h r e a d .
F o r e ig n  a id  in  so m e  c a s e s  is  in e ffe c tiv e  a t  p r o m o t in g  g ro w th  a n d  d e v e lo p m e n t  in  
p o o r  c o u n t r ie s  (fo r e x a m p le  E a s t e r ly ,  L e v in e  a n d  R o o d m a n ,  2 0 0 4 ). T h e r e  a re  s e v e r a l  
p o s s ib le  re a s o n s  fo r t h is  p o o r  o u tc o m e . O n e  s id e  o f t h e  p r o b le m  is  t h e  in e ff ic ie n t  
u s e  o f a id  b y  t h e  r e c ip ie n t  c o u n t r ie s , b u t  o n  t h e  o th e r  s id e , it  is  t h e  b e h a v io u r  b y  
d o n o rs  to w a r d s  a id  a llo c a t io n  t h a t  is  a n  is s u e . O n e  o f t h e  m a in  ro le s  o f th e  r e c ip ie n t
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c o u n t r y  is  to  c r e a te  a  s u it a b le  a n d  f a v o r a b le  e n v ir o n m e n t  to  p r o m o te  g ro w th  a n d  d e ­
v e lo p m e n t . N e v e r th e le s s , d o n o r  p re fe re n c e s  in  a id  a llo c a t io n  a re  e q u a lly  im p o r t a n t .  
A n y o n e  w o u ld  a s s u m e  t h a t  a id  is  m a in ly  g iv e n  b y  d e v e lo p e d  c o u n t r ie s  to  d e v e lo p ­
in g  c o u n t r ie s  to  p r o m o te  g ro w th  a n d  d e v e lo p m e n t  w h e re  t h e  m a in  p r io r it y  is  t h e  
e m p h a s is  o n  d e v e lo p m e n t  o f a id  p o lic y . H o w e v e r , so m e  o f t h e  d o n o r  c o u n t r ie s  m a y  
p r io r it is e  t h e ir  o w n  n e e d  in s t e a d , r a t h e r  t h a n  t h e ir  c a p a c it y  to  u s e  a id  e ffe ctiv e ly .
T h e r e  h a v e  b e e n  s e v e r a l c o n s id e r a t io n s  a b o u t  d o n o r  in te r e s ts  a n d  r e c ip ie n t  n e e d s  
in  s h a p in g  a id  flo w s. T h i s  c h a p te r  a n a ly s e s  a id  fro m  b ila t e r a l  d o n o rs , m o re  s p e c if ­
ic a l ly  fro m  2 3  m e m b e r s  o f th e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e .  T h e  p u r p o s e  
is  to  a sse ss  w h e th e r  D A C  d o n o rs  g iv e  a id  to  p r o m o te  g ro w th  a n d  d e v e lo p m e n t  in  
lo w -in c o m e  a n d  lo w -m id d le -in c o m e  c o u n t r ie s  o r w h e th e r  t h e y  b a s e  t h e ir  d e c is io n s  
o n  o th e r  n o n -d e v e lo p m e n t a l f a c to r s . I n  o t h e r  w o rd s , d o e s ‘s e lf - in t e r e s t ’ d o m in a t e  
t h e  p r o v is io n  o f a id  or is  th e  m a in  in t e n t io n  p u r e ly  a lt r u is t ic ?
A n  a n a ly s is  o f  b i la t e r a l  d o n o rs  w e re  p re fe r re d  o v e r m u lt i la t e r a l  d o n o rs , a s t h e  
la t t e r ,  w it h  a  w id e s p r e a d  v ie w , t e n d  to  p r o v id e  m o r e  fo re ig n  a id  to  c o u n t r ie s  in  n e e d . 
T h e y  a re  s u p e r io r  d o n o rs  d u e  to  a  s tr o n g e r  o r ie n t a t io n  to  p o v e r t y  c o n c e r n s  a n d  t h e  
lo c a l  c o n d it io n s  fo r a id  a re  e ffe ctiv e .
T h e  m a in  o b je c t iv e  o f t h is  c h a p te r  is  to  e x a m in e  w h a t  t h e  m a in  m o t iv e s  b e h in d  
t h e  d e c is io n  o f a id  a llo c a t io n  o f O E C D  d o n o rs  a re  a n d  w h e th e r  t h e  p re fe re n c e s  o f  
D A C  d o n o rs  in  a id  a llo c a t io n  w o u ld  b e  d ir e c t e d  to w a r d s  t h e  r e c ip ie n t  n e e d  r a t h e r  
t h a n  s e lf  in te r e s t  in  o n e  w a y  o r  t h e  o th e r . A ls o ,  I  w a n t  t o  e x a m in e  w h e th e r  d o n o r  
c o u n t r ie s  te n d  to  g iv e  m o r e  fo r e ig n  a id  to  c o u n t r ie s  w h e re  t h e y  h a v e  ‘fo re ig n  a id  
d o m in a n c e ’ . M o r e  s p e c if ic a lly ,  d o  d o n o rs  t e n d  to  p r o v id e  m o r e  fo r e ig n  a id  to  c o u n ­
t r ie s  w h e re  t h e y  h a v e  a  h ig h e r  s h a r e  o f a id  to  o v e r a ll a id  r e c e iv e d  b y  a  c o u n t r y ?  I n  
o th e r  w o rd s, d o e s “r e p u t a t io n ” p la y  a  ro le  in  a id  p r o v is io n ?
T h i s  “r e p u t a t io n  e ffe ct” c a n  b e  d e s c r ib e d  a s  fo llo w s. A  d o n o r  c o u n t r y  m a y  c h o o se  
to  g iv e  m o r e  a id  to  c o u n t r ie s  w h e re  it  c a n  d o m in a t e  a n d  ‘t a k e ’ t h e  b ig g e s t  m a r k e t  
s h a r e  t h a n  a n y  o th e r  d o n o rs . B y  h a v in g  t h is  ‘d o m in a n c e ’ , t h e  d o n o r  c o u n t r y  m a y  
in d ir e c t ly  im p r o v e  it s  w o r ld  r e p u t a t io n .
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T h i s  c h a p te r  a d d s  to  t h e  l it e r a t u r e  in  s e v e r a l w a y s. F i r s t ly ,  it  in c lu d e s  a n d  
a sse ss e s th e  “r e p u t a t io n  e ffe ct” . S e c o n d ly , it  e s t im a t e s  e q u a t io n s  w it h  a  d iffe re n t  
t im e  p e r io d , a s w e ll a s u s in g  d iffe re n t g r o u p s  o f c o u n t r ie s  a n d  in c lu d in g  a  d iffe re n t  
l is t  o f  v a r ia b le s . A s  a  r e s u lt ,  I  h a v e  r e a c h e d  d iffe re n t c o n c lu s io n s .
T h i s  c h a p te r  is  o r g a n is e d  a s  fo llo w s. T h e  n e x t  s e c t io n  s u m m a r is e s  th e  l it e r a t u r e  
re v ie w . T h e  t h ir d  s e c t io n  t a lk s  a b o u t  a id  d o n o rs  a n d  th e  D e v e lo p m e n t  A s s is t a n c e  
C o m m it t e e .  T h e  f o u r t h  s e c t io n  d is c u s s e s  d a t a  a n d  m e th o d o lo g y . T h e  f ifth  s e c t io n  
p r e s e n ts  t h e  e c o n o m e tr ic  r e s u lts . T h e  a n a ly s is  is  c a r r ie d  o u t  w it h  a p p lic a t io n  o f  
S e e m in g ly  U n r e la t e d  R e g r e s s io n  ( S U R E )  m o d e l t h a t  c o n s is t s  o f  lo w -in c o m e  a n d  
lo w -m id d le -in c o m e  e c o n o m ie s , s e p a r a t e ly  a n d  a t  a g g re g a te  le v e l. I  a ls o  e x a m in e  
w h e th e r  th e  s a m e  r e la t io n s h ip  h o ld s  fo r t h e  g ro u p  o f L a t i n  A m e r ic a n  a n d  C a r ib b e a n  
c o u n t r ie s , a s  w e ll a s  S u b -S a h a r a n  A f r ic a n  c o u n tr ie s . F i n a l ly ,  s e c t io n  s ix  p r o v id e s  a  
b r ie f  s u m m a r y  a n d  c o n c lu d e s  t h is  c h a p te r .
5.2 Literature R eview
O n e  o f t h e  t h e o r e t ic a l s t u d ie s  a n a ly s in g  t h e  im p a c t  o f d o n o r  p o lic ie s  o n  fo re ig n  a id  
a llo c a t io n s  w a s  c o n d u c t e d  b y  D a lg a a r d  (2 0 0 8 ) . H e  u se s a  n e o c la s s ic a l g ro w th  m o d e l  
a n d  b a s e s  h is  a r g u m e n ts  o n  th r e e  a s s u m p t io n s . F i r s t ,  fo re ig n  a id  in flo w s  a re  u s e d  to  
f u n d  p r o d u c t iv e  g o v e rn m e n t s e r v ic e s . S e c o n d , b o r r o w in g  to  co v e r re v e n u e  lo ss  fro m  
s h o r t f a lls  o f a id  c a n n o t  b e  o b t a in e d . T h i r d ,  a id  in flo w s a re  e n d o g e n o u s ly  d e te r m in e d  
a n d  d e c lin e  w it h  la g g e d  G D P  p e r  c a p it a  o f  t h e  r e c ip ie n t . A l l  th e s e  a s s u m p t io n s  t a k e n  
to g e th e r , m a y  im p ly  t h a t  a id  is  p r o d u c t iv e ,  a c c o r d in g  to  D a lg a a r d  (2 0 0 8 ). D a lg a a r d  
(2 0 0 8 ) sh o w s t h a t  d o n o r  p o lic ie s  h a v e  im p o r t a n t  im p lic a t io n s  fo r t h e  t r a je c t o r y  o f  
r e c ip ie n t s ’ G D P  p e r  c a p it a  in  a id -d e p e n d e n t  n a t io n s . D e p e n d in g  o n  s p e c if ic  d o n o r  
p o lic y  c h o ic e s , fo r e ig n  a id  c a n  c r e a te  f a s te r  t r a n s it io n a l  g ro w th , s t a g n a t io n  or c y c lic a l  
g ro w th  (fo llo w in g  a  t r a je c t o r y  c h a r a c t e r is e d  b y  d a m p e n e d  o s c il la t io n s )  a n d  su g g e s ts  
t h a t  d o n o r  p o lic ie s  m a y  b e  o n e  o f t h e  re a s o n s  w h y  fo re ig n  a id  m a y  n o t  b e  e ffe c tiv e  
in  r a is in g  lo n g -r u n  p r o d u c t iv it y  a c r o s s  r e c ip ie n ts .
E a r l ie r ,  M a c D o n a ld  a n d  H o d d in o t t  (2 0 0 4 ) e x a m in e  t h e  d e t e r m in a n t s  o f t h e  a lio -
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c a t io n  o f C a n a d ia n  b i la t e r a l  a id  o v e r t h e  p e r io d  19 8 4 -2 0 0 0 . A s  p r e v io u s ly ,  C a n a d a ’s 
a id  p r o g r a m m  h a s  re fle c te d  a  ‘t r i n it y  o f  m ix e d  m o t iv e s ’: a  m ix t u r e  o f  h u m a n it a r ia n ,  
p o l it ic a l  a n d  c o m m e r c ia l c o n s id e r a t io n s . T h e y  f in d  t h a t  th e r e  is  a  n e g a t iv e  r e la t io n ­
s h ip  b e tw e e n  a id  d o n a t io n s  a n d  r e c ip ie n t s ’ G D P  p e r c a p it a ,  w h ic h  m a y  b e  se e n  a s  
in e q u a lit y  a v e r s io n  o f t h e  d o n o r. T h e y  f in d  t h a t  C a n a d ia n  a id  is  m o r e  a v e rs e  to  
in e q u a lit y  a n d , a s  a  r e s u lt ,  g iv e  m o r e  fo r e ig n  a id  to  t h e  p o o r e s t  c o u n t r ie s  a n d  t h a t  
a llo c a t io n s  a re  m o d e r a t e ly  a lt r u is t ic ;  a ls o , r e c ip ie n t  c o u n t r y  h u m a n  r ig h t s  a n d  m e m ­
b e r s h ip  o f t h e  C o m m o n w e a lt h  a n d  L a  F r a n c o p h o n ie  c a n  a ffe ct a id  flo w s ( M a c D o n a ld  
a n d  H o d d in o t t ,  2 0 0 4 ) . T h e i r  r e s u lts  s u g g e s t  t h a t  C a n a d ia n  a id  flo w s b e c o m e  le ss  
a lt r u is t ic  a n d  c o m m e r c ia l m o t iv e s  b e c o m e  in c r e a s in g ly  im p o r t a n t .
T h e  d o n o r  b e h a v io u r  p la y s  a  s ig n if ic a n t  ro le  in  t h e  a llo c a t io n  a n d  e ffe c tiv e n e ss  
o f fo r e ig n  a id , a s  w e ll a s  r e c ip ie n t  c h a r a c t e r is t ic s .  M u lt i la t e r a l  a id  c a n  b e  m o re  
e ffe c tiv e  t h a n  b i la t e r a l  a id , a s  b i la t e r a l  a id  t e n d s  to  b e  in c r e a s in g ly  t ie d  to  th e  
p o l it ic a l  s e lf -in te r e s t  o f in d i v id u a l  d o n o r  c o u n t r ie s . A s  a  r e s u lt ,  u n t ie d  a id  m a y  h a v e  
h ig h e r  r e t u r n s  t h a n  t ie d  a id , a s  t h e  la t t e r  is  t ie d  to  p u r c h a s e s  f ro m  d o n o r  c o u n tr ie s .  
D o n o r s  h a v e  d iffe re n t re a s o n s  to  p r o v id e  a id  a n d  o n ly  so m e  a re  d ir e c t ly  r e la t e d  to  
e c o n o m ic  d e v e lo p m e n t, fo r e x a m p le  fo r e ig n  p o l ic y  a n d  p o l it ic a l  r e la t io n s h ip s  m a y  
b e  t h e  m o s t  im p o r t a n t  d e t e r m in a n t s  o f a id  flow . M a n y  d o n o rs  p r o v id e  a id  to  t h e ir  
fo r m e r c o lo n ie s  a s a  m e a n s  o f r e t a in in g  s o m e  p o lit ic a l  in flu e n c e .
A le s in a  a n d  D o lla r  (2 0 0 0 ) u se  b i la t e r a l  a id  a llo c a t io n  d a t a  f ro m  1 9 7 0  to  1 9 9 4  a n d  
c o n c lu d e  t h a t  p o l it ic a l  (m e a s u r e d  b y  v o te s  a t  t h e  U N )  a n d  s t r a t e g ic  c o n s id e r a t io n s  
a re  h ig h ly  im p o r t a n t  d e t e r m in a n t s  o f d o n o r  b e h a v io u r  in  c o m p a r is o n  w it h  n e e d -  
b a s e d  c r it e r ia ,  w h ile  c o lo n ia l p a s t s  a re  a sse ss e d  a s  b e in g  ‘n o n -d e m o c r a t ic ’ a n d  h a v in g  
‘c lo s e d ’ t r a d e  p o lic ie s  a n d  a re  g e tt in g  o n  a v e ra g e  tw ic e  a s  m u c h  a id  fro m  fo rm e r  
p o w e rs t h a n  o th e r s  r e c ip ie n ts .
D o n o r  c o u n t r y  b e h a v io u r  t o w a r d s  fo re ig n  a id  a llo c a t io n s  c a n  b e  m o t iv a t e d  b y  
v a r io u s  d e c is io n s , w h ic h  c a n  b e  d e v e lo p m e n ta l a n d  n o n -d e v e lo p m e n ta l,  a n d  o n e  o f  
t h e  c o n c lu s io n s  o f th e  a v a ila b le  l it e r a t u r e  is  t h a t  n o n -d e v e lo p m e n t a l f a c to r s  a re  as  
im p o r t a n t  a s  d e v e lo p m e n t  f a c to r s .
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O n e  o f t h e  s t u d ie s  b y  M a iz e ls  a n d  N is s a n k e  ( 1 9 8 4 )  t r ie s  to  e s t a b lis h  t h e  m o t iv e s  to  
p r o v id e  o ff ic ia l d e v e lo p m e n t  a s s is ta n c e . T h e y  u s e  d a t a  fro m  1 9 6 0 s  to  1 9 7 0 s  a n d  f in d  
t h a t  b i la t e r a l  d o n o rs  a re  m a in ly  d r iv e n  b y  t h e ir  o w n  in te r e s ts . T h e  U n it e d  S t a t e s ,  
B r it is h ,  F r e n c h , G e r m a n  a n d  J a p a n e s e  a id  a llo c a t io n s  a re  m a d e  ‘s o le ly  in  s u p p o r t  
o f d o n o r s ’ p e r c e iv e d  fo re ig n  e c o n o m ic , p o l it ic a l  a n d  s e c u r it y  in t e r e s t s ’ . H o w e v e r ,  
m u lt i la t e r a l  d o n o rs  a re  m o r e  l ik e ly  to  g iv e  s o m e  a t t e n t io n  to  t h e  r e c ip ie n t  n e e d s,  
b u t  it  d o e s n o t  n e c e s s a r ily  fo llo w  t h a t  t h e y  g iv e  m o re  a id  to  p o o r  c o u n t r ie s  e ith e r .
A  s t u d y  b y  B e r t h e le m y  a n d  T i c h i t  (2 0 0 4 )  sh o w s a  s tr o n g  r e la t io n s h ip  b e tw e e n  
b ila t e r a l  d o n o r  a id  a llo c a t io n s  a n d  t h e ir  m a in  t r a d in g  p a r t n e r s . F o r m e r  c o lo n ie s  re ­
c e iv e  m o r e  a id ,  h o w e v e r t h e  e n d  o f t h e  c o ld  w a r  h a s  w e a k e n e d  t h e  b ia s  to w a r d s  fo rm e r  
c o lo n ia l l in k s  in  f a v o u r  o f  t r a d e  p a r t n e r s . A t  t h e  s a m e  t im e  it  is  a  s ig n  t h a t  d o n o rs  
r e w a r d  g o o d  e c o n o m ic  p o l ic y  s in c e  1 9 9 0 . B e r t h e le m y  (2 0 0 4 ) sh o w s t h a t  S w it z e r la n d ,  
Ir e la n d  a n d  t h e  N o r d ic  c o u n t r ie s  (e x c e p t  F i n l a n d )  h a v e  b e e n  m o r e  u n s e lf is h  in  a id  
a llo c a t io n s , w h ile , o n  t h e  c o n t r a r y , F r a n c e ,  J a p a n  a n d  th e  U n it e d  K in g d o m  h a v e  
b e e n  d r iv e n  m o r e  b y  s e lf -in t e r e s t . H is t o r ic a l ly ,  S w e d e n , t h e  N e t h e r la n d s ,  N o rw a y ,  
D e n m a r k  a n d  F i n l a n d  a re  m o r e  c o n c e r n e d  w it h  d e v e lo p m e n t a n d  a re  m o re  w il l in g  
to  d ir e c t  a id  to  r e c ip ie n ts  w h o  m a y  n e e d  it  t h e  m o s t. T h e i r  c o m m it m e n t s  to  d e ­
v e lo p m e n t  a n d  p o v e r t y  r e d u c t io n  h a v e  r is e n  o v e r th e  y e a r s  a n d  o v e r t w o -t h ir d s  o f  
th e s e  c o u n t r ie s ’ O D A  is  c h a n n e lle d  to  lo w -in c o m e  c o u n t r ie s  ( R id d e l l ,  2 0 0 7 ) . O n  t h e  
c o n t r a r y , J a p a n  a n d  t h e  U n it e d  S t a t e s  a re  l ik e ly  to  g iv e  a id  to  c o u n t r ie s  t h r o u g h  
w h ic h  t h e y  c a n  im p r o v e  t h e ir  o w n  s e c u r it y  a n d  p r o s p e r ity , w h ile  p o v e r t y  r e d u c t io n  
is  n o t  a  m a in  c o n c e rn .
F o r  F r a n c e ,  t h e  U n it e d  K in g d o m , P o r t u g a l,  S p a in ,  B e lg iu m  a n d  t h e  N e t h e r la n d s ,  
th e  a llo c a t io n  o f a id  h a s  b e e n  s t r o n g ly  in f lu e n c e d  b y  t h e ir  fo r m e r c o lo n ia l  t ie s , t h o u g h  
t h e ir  a id -a l lo c a t io n  d e c is io n s  a re  a b le  to  f in d  a n  e q u ilib r iu m  b e tw e e n  d e v e lo p m e n t  
in te r e s t s  o n  th e  o n e  h a n d  a n d  p o l it ic a l ,  s t r a t e g ic  a n d  c o m m e r c ia l  in te r e s ts  o n  t h e  
o th e r .
J o n e s  et al (2 0 0 5 )  p o in t  o u t  t h e  im p o r t a n c e  o f n o n -d e v e lo p m e n t a l a n d  p o l it ic a l  
f a c to r s  in  t h e  a llo c a t io n  o f a id . T h e y  in d ic a t e  t h a t  a id  fro m  t h e  la r g e s t  b i la t e r a l
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d o n o rs  is  b e in g  p r o v id e d  fo r m o t iv e s  t h a t  a re  n o t  p u r e ly  b a s e d  o n  p o v e r t y  r e d u c t io n  
o b je c t iv e s , w h ile  s e c u r it y  a n d  r e g io n a l r e la t io n s  a re  t h e  m o s t  s ig n if ic a n t  d r iv e r s  o f  
a id  a llo c a t io n s .
A p a r t  fro m  se lf  in te r e s t , c o m m e r c ia l  in te r e s t s  o f d o n o rs  p la y  a n  im p o r t a n t  p a r t .  
C o m m e r c ia l  in te r e s ts  a re  s h o w n  in  t h e  f o r m  o f  t ie d  a id . T i e d  a id  c o m e s  w it h  th e  re ­
q u ir e m e n t  t h a t  t h e  a g re e d  p e r c e n ta g e  o f  d o n a t io n  h a s  to  b e  u s e d  o n  th e  p u r c h a s e s  o f  
g o o d s  a n d  s e r v ic e s  fro m  t h e  d o n o r  c o u n t r y , so  in  p r a c t ic e  a id  is  g o in g  b a c k  to  fo re ig n  
s u p p lie r s  a n d  f u n d s  fo r t e c h n ic a l  a s s is t a n c e  is  d iv e r te d  to  c o n s u lt a n t s  fro m  d e v e lo p e d  
c o u n t r ie s . M o re o v e r, t ie d  a id  in c r e a s e s  t h e  m a r k e t  p o w e r o f  d o n o r  c o u n t r y ’s f irm s  
a n d  o fte n  a m o u n t s  to  l it t le  m o r e  t h a n  i l l -d is g u is e d  e x p o r t  p r o m o t io n  ( E a s t e r ly  a n d  
P f u t z e ,  2 0 0 8 ) h
A m o n g  b ila t e r a l  a id  a g e n c ie s , t h e  a v e ra g e  p e r c e n ta g e  s h a r e  fo r t ie d  a id  is  2 1 %  
( E a s t e r ly  a n d  P f u t z e ,  2 0 0 8 ). M o r e  in d ir e c t ly ,  a id  c a n  b e  t ie d  in  a  n u m b e r  o f  
w a y s , s u c h  a s  t h r o u g h  a  v a r ie t y  o f t r a d e  p r o m o t io n  a c t iv it ie s ,  fo r e x a m p le  s u b s i­
d is in g  e x p o r t -c r e d it  s c h e m e s  a n d  p r o v id in g  a id  to  lo w er t h e  c o s ts  o f f irm s  in  b id d in g  
for te n d e r s , a n d  t h r o u g h  m o r e  in f o r m a l p r e s s u r e s  o n  r e c ip ie n ts , to  e n c o u r a g e  t h e m  
to  p u r c h a s e  g o o d s  a n d  s e r v ic e s  fro m  d o n o r -b a s e d  c o m m e r c ia l c o m p a n ie s  ( R id d e l l ,  
2 0 0 7 ) .
T h e  m a jo r it y  o f  a id  a llo c a t in g  s t u d ie s  c o m p a r e  a c t u a l  a llo c a t io n s  a g a in s t  ‘ id e a l ’ 
a llo c a t io n s  b a s e d  o n  p o v e r t y  c r it e r ia ,  m o s t  c o m m o n ly  d e te r m in e d  b y  p e r  c a p it a  
in c o m e  le v e ls , r a t h e r  t h a n  a g a in s t  a id  n e e d , t h u s  s id e s te p p in g  w h a t  is  o fte n  a  c e n t r a l  
is s u e : w h e th e r  so m e  p o o r  c o u n t r ie s  ( t h e  o v e r -a id e d  o n e s) n e e d  m o r e  a id  ( L e v in  a n d  
D o lla r ,  2 0 0 5 ) .
T h e r e  is  a n  a b u n d a n c e  o f  s t u d ie s  in  t h e  l it e r a t u r e  e x a m in in g  t h is  th e m e . I n  
g e n e r a l, it  is  f o u n d  t h a t  t h e  effect o f  a id  is  m a in ly  d e p e n d e n t  o n  t h e  p a r t ic u la r  
c l im a t ic ,  r e lig io u s  a n d  p o l it ic a l  e n v ir o n m e n t s  o f  t h e  r e c e iv in g  n a t io n . B u t  e q u a lly ,
XA distinction is made by the OECD/DAC between ‘tied aid’ and ‘partially tied aid’. Tied aid 
is official aid whose procurement is tied to the donor country, or a restricted group of countries, 
the latter being particularly important for ODA coming from the European Union. Partially tied 
aid is official aid whose procurement is extended to all recipient countries, but not to all countries 
worldwide.
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t h e  d o n o r  p o lic ie s  a n d  a t t it u d e s  to w a r d s  fo r e ig n  a id  a re  im p o r t a n t ,  to o . I  e x p lo re  
th e s e  la t e r .
5.3 A id D onors and th e D evelopm ent A ssistance  
C om m ittee
T h e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C )2 w a s  fo r m e d  in  1 9 6 0  b y  t h e  le a d in g  
d o n o r  g o v e rn m e n ts  to  c o o r d in a t e  a n d  p r o m o te  fo re ig n  a id  fro m  d o n o r  g o v e rn m e n ts .  
T h e  D A C  c o n s is t s  o f 2 3  m e m b e r s , 22  c o u n t r ie s  a n d  th e  E u r o p e a n  C o m m is s io n  (see  
A p p e n d ix  C . l  fo r D A C  m e m b e r s ) . T h e  D A C  d iffe re n tia te s  b e tw e e n  tw o  t y p e s  o f  
r e c ip ie n ts : 1 ) lo w -in c o m e , lo w e r -m id d le -in c o m e  a n d  u p p e r  m id d le -in c o m e  c o u n tr ie s  
a n d  2 ) m o r e  a d v a n c e d  d e v e lo p in g  n a t io n s  a n d  c o u n t r ie s  in  t r a n s it io n .  H o w e v e r , o n ly  
a id  p r o v id e d  to  lo w -in c o m e , lo w e r -m id d le -in c o m e  a n d  u p p e r  m id d le -in c o m e  c o u n t r ie s  
is  c la s s if ie d  a s  O D A .  A l l  o ff ic ia l a id  w h ic h  m e e ts  t h e  e l ig ib il it y  c r it e r ia  a n d  g o e s to  
m o r e  a d v a n c e d  d e v e lo p in g  n a t io n s  a n d  c o u n t r ie s  in  t r a n s it io n  is  c la s s if ie d  a s  o ff ic ia l  
a id  ( O A )  r a t h e r  t h a n  O D A .
A s  m e n t io n e d  in  t h e  in t r o d u c t io n ,  fo r e ig n  a id  c o n s is t s  o f b i la t e r a l  a n d  m u lt i la t ­
e r a l a id . B i la t e r a l  a id  is  p r o v id e d  d ir e c t ly  b y  g o v e rn m e n ts  t h r o u g h  t h e ir  o ff ic ia l a id  
a g e n c ie s  to  a  r e c ip ie n t  c o u n t r y ’s g o v e r n m e n t. M u lt i la t e r a l  a id  is  p r o v id e d  b y  t h e  
g ro u p  o f in t e r n a t io n a l f in a n c ia l  in s t it u t io n s  ( I F S s ) ,  U n it e d  N a t io n s  A g e n c ie s  a n d  
o th e r  m u lt i la t e r a l  a g e n c ie s . T h e  I n t e r n a t io n a l  F i n a n c ia l  In s t it u t io n s  ( I F I s )  c o n s is t  
o f t h e  m u lt i la t e r a l  a n d  r e g io n a l b a n k s  a n d  le n d in g  in s t it u t io n s .  T h e  la r g e s t  o n e s  
a re  t h e  W o r ld  B a n k  g ro u p  a n d  th e  In t e r n a t io n a l  M o n e t a r y  F u n d  ( I M F ) .  T h e  I M F ’s 
m a in  a c t io n s  a re  c h a n n e lle d  to w a r d s  t h e  c r e a t io n  o f  f in a n c ia l  s t a b i l i t y  r a t h e r  t h a n
2The Development Assistance Committee (DAC) of the Organisation for Economic Cooperation 
and Development (OECD) has developed the most complete definition of foreign aid. Official De­
velopment Assistance (ODA) consists of flows to developing countries and multilateral institutions 
provided by official agencies, including state and local governments, or by their executive agencies, 
each transaction of which meets the following two criteria: (1) it is administered with the promo­
tion of the economic development and welfare of developing countries as its main objective, and
(2) it is concessional in character and contains a grant element of at least 25 per cent (calculated 
at a rate of discount of 10 per cent) (H. Fuhrer, 1994).
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to w a r d s  d e v e lo p m e n t. O n  t h e  o th e r  s id e , t h e  W o r ld  B a n k ’s m a in  g o a l is  to  d e cre a s e  
p o v e r t y  in  le a s t  d e v e lo p e d  c o u n t r ie s  a n d  m o s t  o f t h e  a c t io n s  a re  c h a n n e lle d  t o ­
w a r d s  t h e  a c h ie v e m e n t  o f m il le n n iu m  d e v e lo p m e n t  g o a ls  ( M D G s ) .  T h e  W o r ld  B a n k  
c o n s is t s  o f a  n u m b e r  o f in s t it u t io n s  a n d  t h e  m a in  o n e s a re : 1 )  t h e  In t e r n a t io n a l  
B a n k  fo r R e c o n s t r u c t io n  a n d  D e v e lo p m e n t  ( I B D R ) ,  2 ) t h e  In t e r n a t io n a l  D e v e lo p ­
m e n t  A s s o c ia t io n  ( I D A ) ,  3 )  t h e  In t e r n a t io n a l  F i n a n c ia l  C o r p o r a t io n  ( I F C )  a n d  4)  
t h e  M u lt i la t e r a l  In v e s t m e n t  G u a r a n t e e  A g e n c y  ( M I G A ) .
T h e  O E C D / D A C  d e fin e s M u lt i la t e r a l  a id  a s  o ff ic ia l d e v e lo p m e n t  a s s is ta n c e  ( O D A )  
p r o v id e d  b y  m u lt ila t e r a l  o r g a n is a t io n s  w h o s e  p o lic ie s  a n d  p r a c t ic e s  a re  g o v e rn e d  b y  
t h e  c o lle c t iv e  d e c is io n s  o f  n e t  c o n t r ib u t o r s  a n d  n e t  r e c ip ie n ts  (B r o w n e , 1 9 9 0 ) .  M u lt i ­
la t e r a l  a id  is  b e in g  fa v o u r e d  o v e r b i la t e r a l  a id  b e c a u s e  it  is  le ss  in f lu e n c e d  b y  p o l it ic a l  
fa c to r s  a n d  h a s  h ig h e r  c h a n c e s  to  b e  d ir e c t e d  to  r e c ip ie n ts  in  n e e d , w it h  few er c o n d i­
t io n s  a t t a c h e d  a n d  h a s  m o r e  p r e d ic t a b le  a id  flo w s. M o s t  o f m u lt i la t e r a l  a g e n c ie s  a re  
g o v e rn e d  b y  t h e  c o lle c t iv e  d e c is io n s  o f d o n o rs  a n d  r e c ip ie n ts , h o w e v e r t h e  a m o u n t  
o f c o n t r ib u t io n s  p la y s  a n  im p o r t a n t  ro le  o n  t h e  d e g re e  o f in d e p e n d e n c e  t h e  a g e n c ie s  
h a v e . T h e r e  a re  m o r e  t h a n  tw ic e  a s  m a n y  m a jo r  m u lt i la t e r a l  a g e n c ie s  w h ic h  p r o v id e  
a id  a s  th e r e  a re  m a jo r  b i la t e r a l  d o n o r s  a n d , a c c o r d in g  to  th e  O E C D  s t a t is t ic s ,  a b o u t  
o n e -t h ir d  o f a l l  O D A  is  p r o v id e d  m u lt i la t e r a l ly  (R o g e r s o n , H e w it t  a n d  W a ld e n b e r g ,  
2 0 0 4 ).
T h e  la r g e s t  t e n  d o n o rs  (b a s e d  o n  g ro ss  O D A  in  t h is  o rd e r in  2 0 0 4 )  a re : t h e  U n it e d  
S t a t e s , J a p a n ,  T h e  In t e r n a t io n a l  D e v e lo p m e n t  A s s o c ia t io n  ( I D A ) ,  t h e  E u r o p e a n  
C o m m is s io n  ( E C ) ,  F r a n c e ,  t h e  U n it e d  K in g d o m , G e r m a n y , t h e  N e t h e r la n d s ,  S w e d e n  
a n d  C a n a d a 3 . T h e s e  d o n o rs  a c c o u n t  fo r 7 9 %  o f th e  t o t a l,  w h ile  t h e  20 s m a lle s t  
a g e n c ie s 4 a c c o u n t  for a  t o t a l  o f 6 . 5 %  o f  t h e  t o t a l.
T h e  b e h a v io u r  o f t h e  la r g e s t  b i la t e r a l  d o n o rs  s o m e tim e s  c a n  b e  in te r p r e te d  a s
3Data is taken from the paper by Easterly and Pfutze (2008).
4An aid agency is an organisation which provides regional and international development aid or 
assistance. Aid agencies can be national or bilateral (for example: Switzerland - Swiss Agency for 
Development and Cooperation(SDC), United Kingdom - Department for International Develop­
ment (DFID), United States - United States Agency for International Development(USAID) and 
the Inter-American Foundation(IAF)) and international or multilateral (for example: International 
Monetary Fund (IMF), United Nations Children’s Fund (UNICEF), World Bank Group).
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b e in g  b ia s e d  b e c a u s e  o f s e lf -in t e r e s t , a t t r ib u t e d  m a in ly  to  t h e ir  p o l it ic a l  a n d  e co ­
n o m ic  in te r e s ts  ( B u r n s id e  a n d  D o lla r ,  2 0 0 0 ) . T h e r e  a re  a r o u n d  1 0 0  m a in  o ff ic ia l a id  
d o n o rs : b i la t e r a l  a g e n c ie s , in t e r n a t io n a l  a n d  r e g io n a l f in a n c ia l  in s t it u t io n s ,  a n d  d if ­
fe re n t U n it e d  N a t io n s  o r g a n is a t io n s  a n d  a g e n c ie s , a n d  if  o n e  in c lu d e s  s m a ll  a g e n c ie s ,  
t h e  t o t a l  n u m b e r  r a is e s  to  a lm o s t  2 0 0  (R o g e r s o n , H e w it t  a n d  W a ld e n b e r g , 2 0 0 4 ).  
T h e  la r g e s t  o ff ic ia l d o n o rs  g iv e  a id  to  a lm o s t  18 0  r e c ip ie n ts , b u t  h a v in g  m o r e  d o n o rs  
d o e s n o t  im p ly  t h a t  e a c h  r e c ip ie n t  w o u ld  re c e iv e  m o re  a id  o v e r a ll.
N e v e r th e le s s , t h e  ‘b e s t  a n d  w o rs t  p r a c t ic e s ’ o f a id  d o n o rs  s h o u ld  b e  t a k e n  in to  
a c c o u n t  a n d  t h e  e ff ic ie n c y  o f th e s e  a id  a g e n c ie s  p la y s  a  s ig n if ic a n t  ro le  in  t h e  effec­
t iv e n e s s  o f fo re ig n  a id . E a s t e r ly  a n d  P f u t z e  (2 0 0 8 ) c o n c lu d e  t h a t  t h e  m o s t  im p o r t a n t  
b e s t  p r a c t ic e  o f e ffic ie n t a id  a g e n c y  is  t r a n s p a r e n c y , w h ic h  c o n s is t s  o f fo u r d im e n ­
s io n s : s p e c ia l is a t io n , s e le c t iv it y ,  ( in )e ff e c t iv e  a id  c h a n n e ls  a n d  o v e r h e a d  c o s ts 5 . E a s t ­
e r ly  a n d  P f u t z e  (2 0 0 8 ) d is t in g u is h  b e tw e e n  m u lt ila t e r a l  a n d  b i la t e r a l  a id  a g e n c ie s  
a n d  a t t e m p t  to  e s t im a t e  t h e ir  e ffic ie n cy . H o w e v e r , t h e  r e s u lts  a p p e a r  c o n t r a d ic t o r y  
a n d  p o o r  d u e  to  “t e r r ib le ” d a t a  a v a ila b il it y .  E a s t e r ly  a n d  P f u t z e  (2 0 0 8 ) , in  s p ite  
o f a l l  th e s e  d iff ic u lt ie s , c o n c lu d e  t h a t  a  lo t  o f fo re ig n  a id  s t i l l  g o e s to  c o r r u p t  a n d  
a u t o c r a t ic  c o u n t r ie s  a n d  to  c o u n t r ie s  o th e r  t h a n  th o s e  w it h  t h e  lo w e st in c o m e s .
5.3.1 D A C  Members and their Preferences
T h e  U n it e d  S t a t e s  h a v e  b e e n  t h e  la r g e s t  a id  d o n o r, e x c e p t  fo r a  s h o r t  p e r io d  in  t h e  
19 9 0 s . A c c o r d in g  to  R i d d e l l  ( 2 0 0 7 ) ,  t h e  m a in  p u r p o s e  o f U S  a id  is  n e it h e r  p o v e r t y  
r e d u c t io n  n o r  d e v e lo p m e n t  o f e c o n o m ic  g ro w th  in  p o o r e s t  c o u n t r ie s ; it  is  r a t h e r  
to  “p r o te c t  A m e r ic a ” , u s in g  b i la t e r a l  a id  p r o g r a m m e s  to  p r o m o te  it s  o w n  in te r e s ts ,  
d e m o c r a c y  a n d  fre e d o m . F o r e ig n  a id  is  r e g a r d e d  a s  a n  e s s e n t ia l a r m  o f  fo re ig n  p o lic y ,  
p la y in g  “a  v i t a l  ro le  in  s u p p o r t in g  U S  g e o -s tr a t e g ic  in te r e s t s ” ( U S A I D ,  2 0 0 4 ). A t
Specialisation - measures the degree to which aid is not fragmented among too many donors, 
too many countries, and too many sectors for each donor. Selectivity - measures the extent to 
which aid avoids corrupt autocrats and goes to the poorest countries. Ineffective aid channels - 
measures the extent to which aid is tied to political objectives or consists of food aid or technical 
assistance. Overhead costs - measures an agency’s administrative costs relative to the amount of 
aid it gives (Easterly and Pfutze, 2008).
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t h e  s a m e  t im e , t h e  U S  is  h e lp in g  in  d e v e lo p in g  p o o r  c o u n t r ie s  a n d  in  in c r e a s in g  
t h e ir  s t a n d a r d s  o f  l iv in g ,  w h ile  “c r e a t in g  jo b  o p p o r t u n it ie s ” fo r t h e  U S  b y  r e d u c in g  
b a r r ie r s  to  free t r a d e . A lm o s t  n o n e  o f  t h e  O D A  b y  th e  U S ,  e x c e p t  fo r h u m a n it a r ia n  
a id ,  is  b a s e d  o n  t h e  p o v e r t y  o f t h e  m o s t  in  n e e d  r e c ip ie n ts . P o v e r t y  b e c a m e  a n  
e x p lic it  fo re ig n  p o l ic y  p r io r it y  o n ly  in  M a r c h  2 0 0 2 .
J a p a n ’s O D A  h a s  e x p a n d e d  s ig n if ic a n t ly  s in c e  19 9 0 s . J a p a n  c o n t r ib u te s  a lm o s t  
2 0 %  o f a l l  O D A  f ro m  D A C  d o n o rs , a  p o s it io n  it  h o ld s  fo r e ig h t  y e a r s . H o w e v e r,  
fro m  2 0 0 0  to  2 0 0 3 , J a p a n e s e  O D A  f a ll  b y  a n  a v e ra g e  o f 1 2 %  a  y e a r , a n d  b y  2 0 0 5 ,  
J a p a n  o n ly  a c c o u n t s  fo r 1 2 %  o f t o t a l  O D A  ( R id d e ll ,  2 0 0 7 ) . T h e  m a in  p u r p o s e  o f  
J a p a n e s e  a id  is  n o t  e c o n o m ic  g ro w th  o r p o v e r t y  r e d u c t io n  in  p o o r  c o u n t r ie s , it  is  
r a t h e r  to  c o n t r ib u t e  to  t h e  p e a c e  a n d  d e v e lo p m e n t  o f t h e  in t e r n a t io n a l  c o m m u n it y ,  
a n d  t h e r e b y  h e lp  to  e n s u re  J a p a n ’s o w n  s e c u r it y  a n d  p r o s p e r it y  ( M in is t r y  o f  F o r e ig n  
A f f a ir s ,  2 0 0 3 ) . J a p a n ’s O D A  h a s  f iv e  p r io r it ie s :  1 )  s u p p o r t in g  t h e  s e lf -h e lp  effo rts of  
d e v e lo p in g  c o u n t r ie s ; 2 )  t a k in g  a  h u m a n  s e c u r it y  p e r s p e c t iv e ; 3 )  a p p ly in g  p r in c ip le s  
o f f a ir n e s s , n o t in g  t h e  p a r t ic u la r  p r o b le m s  o f v u ln e r a b le  g r o u p s , d iffe re n c e s  b e tw e e n  
r ic h  a n d  p o o r , a n d  r e g io n a l d iffe re n c e s; 4 ) m a k in g  f u ll  u se  o f J a p a n e s e  e x p e r ie n c e  
a n d  s k il ls ;  a n d  5 ) w o r k in g  c o o p e r a t iv e ly  w it h  t h e  in t e r n a t io n a l c o m m u n it y  ( R id d e l l ,  
2 0 0 7 ) .
T h e  U K  h a s  b e e n  o n e  o f  t h e  m a in  O D A  d o n o rs  u n t i l  t h e  1 9 7 0 s ,  h o w e v e r it  h a s  
c h a n g e d  n o t ic e a b ly  w h e n  t h e  f ir s t  c o n s e r v a t iv e  g o v e rn m e n t le d  b y  M a r g a r e t  T h a t c h e r  
c a m e  to  p o w e r. I n  19 8 9 , th e  U K  O D A  w a s  2 5 %  lo w er in  r e a l te r m s  t h a n  it  h a d  b e e n  
t e n  y e a r s  e a r lie r . T o g e t h e r  w it h  t h e  q u a n t it a t iv e  e x p a n s io n  o f  th e  U K  O D A ,  t h e  
tw o  B la i r  g o v e rn m e n ts  in t r o d u c e d  a  s u c c e s s io n  o f in it ia t iv e s  a im e d  a t  e n h a n c in g  t h e  
q u a l it y  o f a id  a n d  it s  e ffe c tiv e n e ss . I t s  f ir s t  W h it e  P a p e r  in  1 9 9 7 ,  Eliminating World 
Poverty: A Challenge for the 21st Century, p la c e s  p o v e r t y  r e d u c t io n  a t  t h e  c e n tre  
o f B r it is h  a id  p o lic y , a n d  c o m m it s  t h e  U K  to  c o n t r ib u t in g  to  t h e  a c h ie v e m e n t  o f th e  
2 0 1 5  in t e r n a t io n a l d e v e lo p m e n t  t a r g e t s  ( D F I D ,  1 9 9 7 ) .
F r a n c e  h a s  a lw a y s  b e e n  o n e  o f t h e  la r g e s t  d o n o rs  in  E u r o p e . T h e  m a in  p u r p o s e  
o f P r a n c e ’s  O D A  is  to  e n s u r e  t h a t  le a s t  d e v e lo p e d  c o u n t r ie s  w o u ld  b e n e fit  fro m
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g lo b a lis a t io n , a n d  p o v e r t y  r e d u c t io n  is  a  m a in  p a r t  o f it s  a id  a n d  d e v e lo p m e n t  p o lic y .  
O n  t h e  o th e r  h a n d , G e r m a n y  is  t h e  f ifth  la r g e s t  d o n o r  (2 0 0 4 ). G e r m a n  d e v e lo p m e n t  
a n d  a id  p o lic ie s  a re  f r a m e d  w it h in  t h e  c o n t e x t  o f it s  o v e r a ll fo r e ig n  p o lic y .
P r o m  t h e  s h o r t  d e s c r ip t io n  o f d o n o r s ’ a id  p re fe re n c e s  a b o v e , o n e  c a n  see t h a t  
t h e  p re fe re n c e s  v a r y  fro m  c o u n t r y  to  c o u n t r y . T h e r e  a re  s e v e r a l f a c to r s  t h a t  m a y  
in f lu e n c e  t h e  d e c is io n s  o f d o n o rs  a b o u t  a id  a llo c a t io n . T h e  m a in  o n e s a re  ( in  n o  
p a r t ic u la r  o rd e r ) : to  r e d u c e  p o v e r t y  a n d  p r o m o te  g ro w th  a n d  d e v e lo p m e n t, to  h e lp  
a d d r e s s  e m e r g e n c y  n e e d s , to  p r o m o te  so m e  n a t io n a l  p o l it ic a l  a n d  s t r a t e g ic  in te r e s ts ,  
in c lu d in g  c o u n t r ie s  t h a t  h a v e  c o lo n ia l p a s t  w it h  t h e  r e c ip ie n t  c o u n t r y  a n d  to  sh o w  
s o lid a r it y ,  a s  w e ll a s  to  p r o m o te  d o n o r -r e c ip ie n t  c o m m e r c ia l in te r e s ts .
B e r t o c c h i a n d  C a n o v a  (2 0 0 2 )  f in d  t h a t  A f r ic a ’s c o lo n is a t io n  p a s t  c a n  b e  a n  im ­
p o r t a n t  c a u s e  o f it s  u n d e r d e v e lo p m e n t  a n d  t h a t  t h e  c o lo n ia l h is t o r y  m a y  a ls o  b e  a t  
t h e  ro o t  o f  t h e  d iff e r e n t ia l g ro w th  b e h a v io u r  o f  L a t i n  A m e r ic a n  c o u n tr ie s . R e c e n t ly  
tw o  o th e r  fa c to r s  h a v e  b e e n  a d d e d  to  t h e  l is t :  t h e  c o n t r ib u t io n  t h a t  a id  f u n d s  c a n  
m a k e  to w a r d s  p r o v id in g  a n d  s t r e n g t h e n in g  g lo b a l p u b lic  g o o d s  a n d  r e d u c in g  t h e  i l l  
effects o f g lo b a l e v ils  ( K a u l ,  C o n c e ic a o , L e  G o u lv e n  a n d  M e n d o z a , 2 0 0 3 )  a n d  so m e  
d o n o rs  b e g in  to  b a s e  a id  d e c is io n s  o n  t h e  h u m a n  r ig h t s  re c o r d s  o f r e c ip ie n t  g o v e rn ­
m e n ts . T h e  la s t  tw o  p o in t s  a re  n e w  a d d it io n s  a n d  th e r e  is  s t i l l  n o t  e n o u g h  e v id e n c e  
to  te s t  th e s e  a s s e r tio n s .
5.4 D ata  and M ethodology
5.4.1 Data
A l l  th e  d a t a  is  o b t a in e d  fro m  W o r ld  B a n k ’s W o r ld  D e v e lo p m e n t  In d ic a t o r s ,  T r a n s ­
p a r e n c y  In t e r n a t io n a l ,  O E C D  I n t e r n a t io n a l  D e v e lo p m e n t  S t a t is t ic s  a n d  C I A  W o r ld  
F a c t b o o k .
T h i s  c h a p te r  c o n c e n t r a t e s  o n  a id  p r o v id e d  b y  b i la t e r a l  d o n o rs . T h e r e  a re  s e v e r a l  
re a s o n s  fo r t h is  c h o ic e . F ir s t ly ,  if  a id  is  c h a n n e lle d  t h r o u g h  a  b i la t e r a l  d o n o r, t h e n  
t h e  g o v e rn m e n t in v o lv e m e n t  m a y  b e  h ig h e r  a n d  th e  ro le  o f  g o v e r n a n c e  m a y  h a v e
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a  h ig h e r  im p o r t a n c e . S e c o n d ly , t h e  d a t a  fo r b i la t e r a l  d o n o rs  t h a t  I  c o u ld  o b t a in  is  
m o r e  e a s ily  a v a i la b le  a n d  is  o f b e t t e r  q u a lit y .
T h e  d a t a  is  c o lle c te d  fo r lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  c o u n t r ie s  ( c la s s i­
f ic a t io n  b y  t h e  W o r ld  B a n k ) .  T h e s e  g r o u p s  o f c o u n t r ie s  re c e iv e  m o s t  o f  t h e  w o r ld ’s 
a id  p r o v id e d . H o w e v e r, for c o m p a r is o n , I  h a v e  d o n e  t h e  s a m e  e s t im a t io n s  fo r t h e  
g r o u p s  o f L a t in -A m e r i c a n  a n d  S u b -S a h a r a n  c o u n tr ie s . I n  t h e  la t t e r  tw o  g ro u p s , few  
c o u n t r ie s  q u a lif y  a s  u p p e r -m id d le - in c o m e  c o u n tr ie s . T h e  w h o le  d a t a  se t fo r lo w -  
in c o m e  a n d  lo w e r -m id d le -in c o m e  e c o n o m ie s  c o n s is t s  o f 1 0 3  c o u n t r ie s , t h o u g h  d u e  to  
d a t a  lo w  a v a ila b il it y ,  a  few  o f th e s e  c o u n t r ie s  a re  d ro p p e d .
T h e  w h o le  l is t  o f v a r ia b le s  t h a t  I  h a v e  u s e d  in  t h is  c h a p te r  c a n  b e  f o u n d  in  T a b le  
5 . 1  a n d  t h e  d e f in it io n s  o f th e s e  v a r ia b le s  a re  a v a ila b le  in  A p p e n d ix  C . 3 .  T h e s e  
v a r ia b le s  c a n  b e  d iv id e d  in t o  tw o  g r o u p s . T h e  f irs t  g ro u p  is  r e c ip ie n t  n e e d s  a n d  
p o lic y  p e r fo r m a n c e  v a r ia b le s , a n d  t h e  s e c o n d  g ro u p  r e la te s  to  ‘s e lf - in t e r e s t ’ v a r ia b le s .
M o s t  o f t h e  v a r ia b le s , t h a t  a re  p r e s e n te d  in  T a b le  5 . 1 ,  w il l  b e  d e fin e d  b e lo w ,  
a n d  t h e ir  d e f in it io n s  a n d  e x p e c te d  effect a re  r a t h e r  s t r a ig h t f o r w a r d . T h e  m e a s u r e  
o f ‘n e e d ’ is  a s  fo llo w s: a  c o u n t r y  c a n  e x p e r ie n c e  ‘n e e d ’ fo r v a r io u s  re a s o n s . T h i s  
m a y  a r is e  fro m  n a t u r a l  d is a s t e r s  o r i t  c a n  b e  t h e  u n d e r d e v e lo p m e n t  o f t h e  e c o n o m y .  
F r o m  v a r io u s  a id  s t u d ie s , t h e  m o s t  c o m m o n  m e a s u r e s  o f c o u n t r y ’s ‘n e e d ’ in c lu d e :  
p e r  c a p it a  in c o m e  ( L N G D P P C ) ,  t h e  h u m a n  d e v e lo p m e n t in d e x , t h e  p h y s ic a l  q u a l it y  
in d e x  a n d  life  e x p e c t a n c y  ( L I F E  E X P E C T A N C Y ) .  I  h a v e  in c lu d e d  t h e  v a r ia b le  
‘p o p u la t io n ’ ( L N P O P ) ,  w h ic h  c a n  b e  a  g o o d  m e a s u r e  o f a  c o u n t r y ’s n e e d , w it h  th e  
p r e s e n c e  o f  t h e  in c o m e  v a r ia b le .  L N P O P  m e a s u r e s  t h e  n a t u r a l  lo g  o f t h e  r e c ip ie n t  
c o u n t r y  t o t a l  p o p u la t io n .  O b v io u s ly ,  t h e  in c o m e  p e r  c a p it a  m e a s u r e s  a lm o s t  t h e  
s a m e  a n d  c a n  b e  a  g o o d  m e a s u r e  o f  r e c ip ie n t  ‘n e e d ’ . I f  a id  is  to  b e  a llo c a t e d  o n  
t h e  b a s is  o f r e c ip ie n t  n e e d s, t h e  p o o r e s t  c o u n t r ie s  s h o u ld  re c e iv e  m o r e  a id ,  a n d  t h e  
r ic h e s t  c o u n t r ie s  le ss  a id . L N G D P P C  m e a s u r e s  t h e  n a t u r a l  lo g  o f  G D P  p e r  c a p it a  
in  c o n s t a n t  2 0 0 0  U S  d o lla r s .  I n  o rd e r  to  m e a s u r e  th e  ‘n e e d ’ w h e n  a  n a t u r a l  d is a s t e r  
o c c u r s , s t u d ie s  in c lu d e  a n  in d ic a t o r  fo r t h e  p r e s e n c e  o f c iv i l  w a r  a n d  t h e  n u m b e r  of  
p e o p le  t h a t  c a n  b e  a ffe cte d  b y  t h is .
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T h e  ‘g o v e r n a n c e ’ v a r ia b le  m e a s u r e s  p o l ic y  p e r fo r m a n c e , to g e th e r  w it h  t h e  in flo w  
o f fo r e ig n  d ir e c t  in v e s t m e n t s  ( F D I )  a n d  in f a n t  m o r t a l it y  r a t e  ( M O R T A L I T Y ) .  T h e  
‘g o v e r n a n c e ’ v a r ia b le  h a s  o fte n  b e e n  in c lu d e d  in  a id  s t u d ie s  a n d  it  is  b e lie v e d  t h a t  
t h is  v a r ia b le  c a n  b e  o n e  o f th e  m a in  d e t e r m in a n t s  fo r d o n o rs  to  b a s e  t h e ir  d e c is io n  o n .  
C o u n t r ie s  t h a t  h a v e  m o r e  e ffic ie n t in s t it u t io n s ,  w it h  ‘g o o d ’ p o lic ie s  a n d  lo w  le v e ls  o f  
c o r r u p t io n , t e n d  to  b e  m o r e  a p p e a lin g  to  d o n o rs  a n d  a t t r a c t  m o r e  a id . A ls o ,  th e s e  
c o u n t r ie s  t e n d  to  h a v e  h ig h e r  le v e ls  o f  d e v e lo p m e n t  a n d  p e r  c a p it a  in c o m e  g ro w th . 
C o n v e r s e ly , c o u n t r ie s  t h a t  re c e iv e  m o r e  a id  h a v e  a  h ig h e r  c h a n c e  o f a c h ie v in g  fa s te r  
d e v e lo p m e n t, o r c r e a t in g  a  b e t t e r  e n v ir o n m e n t  fo r in s t it u t io n s  to  im p le m e n t  ‘g o o d ’ 
p o lic ie s  a n d  to  a c h ie v e  a  lo w  le v e l o f  c o r r u p t io n .
T h e  r e la t io n s h ip  b e tw e e n  ‘g o v e r n a n c e ’ a n d  ‘n e e d ’ c a n  b e  se e n  fro m  tw o  w a y s. 
‘G o o d  g o v e r n a n c e ’ c re a te s  f a v o u r a b le  e n v ir o n m e n t  to  u se  a id  e ffe c tiv e ly , a n d  a s a  
r e s u lt ,  a  c o u n t r y  w it h  g o o d  g o v e r n a n c e  m a y  r e q u ir e  le ss  a id . D o n o r s  m a y  fa v o u r  
c o u n t r ie s  w it h  g o o d  g o v e rn a n c e , a s  o p p o s e d  to  p o o r ly  m a n a g e d  c o u n t r ie s , a n d  p r o ­
v id e  t h e m  w it h  m o r e  a id . O n  t h e  c o n t r a r y , d o n o rs  m a y  w a n t to  p r o m o te  d e v e lo p m e n t  
in  p o o r ly  m a n a g e d  e c o n o m ie s : in  t h is  c a s e s , ‘w o rs e ’ g o v e r n a n c e  w il l  p r o v id e  th e  re ­
c e iv in g  c o u n t r y  w it h  m o r e  a id . T h i s  c o u ld  b e  d o n e  in  o rd e r  to  in it ia t e  th e  p ro c e s s  
o f d e v e lo p m e n t  a n d  p r o v id e  a  c o u n t r y  w it h  ‘s t im u lu s ’ fo r g ro w th . G O V E R N A N C E  
is  m e a s u r e d  b y  C P I A  p r o p e r t y  r ig h t s  a n d  r u le -b a s e d  g o v e r n a n c e  r a t in g ,  w h e re  1  is  
lo w  a n d  6 is  h ig h .
A n o t h e r  m e a s u r e  o f p o l ic y  p e r fo r m a n c e  is  fo re ig n  d ir e c t  in v e s t m e n t . F D I  m e a ­
s u r e s  t h e  flow  o f fo re ig n  d ir e c t  in v e s t m e n t s  o f th e  r e c ip ie n t , m e a s u r e d  as th e  p e r ­
c e n ta g e  o f G D P .  M O R T A L I T Y  m e a s u r e s  in f a n t  m o r t a l it y  r a t e  u n d e r  5.
O n e  o f t h e  m e a s u r e s  o f ‘s e lf - in t e r e s t ’ a re  t r a d e  a r r a n g e m e n ts . L N E X P O R T S  a n d  
L N I M P O R T S  m e a s u r e s  n a t u r a l  lo g  o f  e x p o r t s  o f g o o d s  a n d  s e r v ic e s  a n d  n a t u r a l  lo g  
o f im p o r t s  o f  g o o d s  a n d  s e r v ic e s  r e s p e c t iv e ly  in  2 0 0 0  U S  d o lla r s .
A n o t h e r  m e a s u r e  o f d o n o r  s e lf -in t e r e s t  is  it s  fo rm e r c o lo n ie s , m o s t ly  t h e ir  p o l it ic a l  
a n d  c o m m e r c ia l a llie s . I  u se  a n  in d ic a t o r  v a r ia b le  C O L O N Y ,  w h ic h  t a k e s  v a lu e  o f  
1  i f  t h e  r e c ip ie n t  is  a  fo r m e r c o lo n y  o f  a n y  D A C  m e m b e r  s t a t e  o r a  v a lu e  o f 0 if
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th e  r e c ip ie n t  is  n o t  a  fo r m e r c o lo n y  o f  a n y  D A C  m e m b e r  s ta te . A ls o ,  S S A  is  a n  
in d ic a t o r  v a r ia b le  if  t h e  r e c ip ie n t  c o u n t r y  is  fro m  S u b -S a h a r a n  A f r ic a  a n d  L A  -  if  
th e  r e c ip ie n t  is  fro m  L a t i n  A m e r ic a .  O t h e r  m e a s u r e s  o f d o n o r  in te r e s t  a re  m i l it a r y  
p r e s e n c e  ( M I L I T A R Y )  a n d  t h e  n u m b e r  o f re fu g e e s t h a t  a re  l iv in g  in  D A C  m e m b e r  
s t a t e s  fro m  lo w -in c o m e  o r m id d le -lo w -in c o m e  c o u n t r ie s  ( L N R E F U G E E ) .
I n  t h is  m o d e l, t h e  d e p e n d e n t  v a r ia b le  is  b i la t e r a l  a id  fro m  e a c h  D A C  m e m b e r  
c o u n t r y  to  lo w -in c o m e  o r lo w -m id d le -in c o m e  c o u n t r y  ( L N O D A P C P R ) ,  w h e re  c la s ­
s if ic a t io n s  w ere  o b t a in e d  fro m  t h e  W o r ld  B a n k .  I n  a d d it io n ,  I  h a v e  d o n e  e s t im a t io n s  
fo r t h e  g r o u p s  o f  L a t i n  A m e r ic a n  c o u n t r ie s  a n d  S u b -S a h a r a n  c o u n tr ie s . T h e  d a t a  o f  
th e  d e p e n d e n t  v a r ia b le  is  o b t a in e d  f ro m  O E C D  In t e r n a t io n a l  D e v e lo p m e n t  S t a t is ­
t ic s 6.
O n e  o f t h e  v a r ia b le s  t h a t  is  in te r e s t in g  to  p a y  a t t e n t io n  to  is  O D A S H A R E .  T h i s  
v a r ia b le  re p re s e n ts  t h e  s h a r e  o f a id  f ro m  o n e  o f th e  D A C  d o n o rs  to  o v e r a ll a id  
re c e iv e d  b y  a  c o u n tr y . T h e  r e s u lt  s u g g e s ts  t h a t  th e  h ig h e r  t h e  s h a r e  o f D A C  d o n o r  
in  a  r e c ip ie n t  c o u n t r y , t h e  m o r e  a id  t h e  d o n o r  is  w il l in g  to  g iv e . T h i s  c a n  b e  p a r t ly  
a n  e x p la n a t io n  o f t h e  p o w e r a n d  in f lu e n c e  t h a t  t h e  d o n o r  c o u n t r y  w a n ts  to  re p re s e n t  
a b r o a d .
I  h a v e  t a k e n  t h e  n a t u r a l  lo g  for m o s t  o f t h e  v a r ia b le s  a n d  fo r t h e  ‘0 ’ v a lu e s  
I  t o o k  t h e  n a t u r a l  lo g  o f o b s e r v a t io n  p lu s  o n e , in  o rd e r to  k e e p  a ll  o b s e r v a t io n s .  
T h i s  w a s  t h e  c a s e  w it h  t h e  d e p e n d e n t  v a r ia b le ,  a s  d o n o rs  d o  n o t  p r o v id e  a id  t o  a ll  
c o u n t r ie s . A s  a  r e s u lt ,  so m e  c o u n t r ie s  re c e iv e  ‘O’ a id  fro m  a  p a r t ic u la r  d o n o r. I  h a v e  
e x c lu d e d  th e s e  o b s e r v a t io n s  a n d  e s t im a t e d  t h e  re g r e s s io n s  w it h  a  r e d u c e d  n u m b e r  
o f o b s e r v a t io n s  a n d  th e  r e s u lts  d o  n o t  c h a n g e  s ig n if ic a n t ly .7
6OECD International Development Statistics online www.oecd.org/dac/stats/idsonline.
7Another, and possibly preferable, way to deal with the ‘zeros’ issue is to use the TOBIT  
procedure. TOBIT maximum likelihood estimation can be used whenever the dependent variable 
is only partially observed. For example, in this case, we only observe the amount that donor 
countries allocate to recipient countries if they have chosen to donate. However, we do not observe 
how much donor countries would have donated to recipient countries in these cases that they have 
not actually chosen to donate. I do not pursue this methodology here and have, instead, chosen 
to maintain a consistent methodological approach throughout the thesis by using the relatively 
simple but intuitive least squares dummy variables estimation method.
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5.4.2 Methodology
T h e  c h o s e n  m e th o d o lo g y  is  to  o b t a in  c ro s s  s e c t io n  e s t im a t io n s  t h r o u g h  O r d in a r y  
L e a s t  S q u a r e s  ( O L S )  s p e c if ic a t io n  fo r 2 0 0 6 , m o re  s p e c if ic a lly  S U R E  p r o c e d u re .  
S e e m in g ly  U n r e la t e d  R e g r e s s io n  ( S U R E )  m o d e l c a n  p r o v id e  u s  t h e  e x p la n a t io n  fo r  
t h e  c o n te m p o r a n e o u s  c o r r e la t io n  b e tw e e n  t h e  e q u a t io n s  in  t h e  m o d e l t h a t  o th e r w is e  
w o u ld  b e  u n r e la t e d .
Yijt — PXijt T  T}i T  Vijt
w h e re : i re p re s e n ts  r e c ip ie n t  c o u n t r y , j  -  d o n o r  c o u n tr y , t -  y e a r , 77* a n d  - 
n o r m a lly  d is t r ib u t e d  r a n d o m  v a r ia b le s . I f  t h e  m o d e l is  e s t im a t e d  w it h  f ix e d  e ffe cts, 
r]i is  n o t  r a n d o m , t h e n  it  is  e s t im a t e d  to g e th e r  w it h  (3.
T h e  m a in  q u e s t io n s  o f t h is  c h a p t e r  a re : A r e  a lt r u i s t ic / h u m a n it a r ia n  c o n s id e r ­
a t io n s  t h e  m a in  e x p la n a t io n  fo r p r o v id in g  a id ?  O r  d o  c o m m e r c ia l  in te r e s t s , p a s t  
c o lo n ia l  r e la t io n s h ip s  a n d  o th e r  m o r e  ‘s e lf -s e r v in g ’ m o t iv e s  d e te r m in e  t h e  p r o v is io n  
o f a id ?
5.5 Econom etric A nalysis
E s t im a t io n s  o f t h e  f u ll -s a m p le  m o d e l a re  r e p o r t e d  in  A p p e n d ix  C .4 ,  a s  w e ll a s  d if ­
fe re n t s p e c if ic a t io n s  o f t h is  m o d e l.
T a b le  5 .2  p r e s e n ts  r e s u lts  fo r t h e  la r g e s t  d a t a  s e t, t h a t  in c lu d e s  lo w -in c o m e  a n d  
lo w e r -m id d le -in c o m e  c o u n tr ie s . T a b le  5 .2 ,  a s  w e ll a s  a ll  th e  fo llo w in g  t a b le s  in  t h is  
c h a p te r , h a s  tw o  c o lu m n s . C o lu m n  o n e  p r e s e n ts  r e s u lts  fo r t h e  d a t a s e t  t h a t  in c lu d e s  
z e ro  v a lu e s  w h e n  a  p a r t ic u la r  D A C  d o n o r  c o u n t r y  d o e s n o t  g iv e  a n y  a id  to  a  s p e c if ic  
r e c ip ie n t , a n d , b y  c o n t r a s t ,  c o lu m n  tw o  e x c lu d e s  th e s e  o b s e r v a t io n s .
H e r e  so m e  o f  th e  r e s u lts  a re  s o m e w h a t  s u r p r is in g . T h e  ‘n e e d ’ v a r ia b le s  a re  
e ith e r  n o t  s ig n if ic a n t  o r h a v e  a n  u n e x p e c t e d  s ig n , w h ic h  su g g e s ts  t h a t  t h e  ‘n e e d ’ o f  
t h e  r e c ip ie n t  is  n o t  t h e  m a in  f a c to r  in  d o n o r  a id  a llo c a t io n  d e c is io n  a n d  d o n o rs  d o  
h a v e  in  m in d  o th e r  f a c to r s . D o n o r s  w il l  g iv e  m o r e  a id  to  t h e  p o o r e s t  c o u n t r ie s  ( lo w -
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in c o m e  c o u n t r ie s ) ,  b u t  w il l  h a v e  a  d iffe re n t v ie w  for c o u n t r ie s  t h a t  h a v e  a  h ig h e r  
le v e l o f  d e v e lo p m e n t. T h e  r ic h e r  t h e  r e c ip ie n t  c o u n t r y  g e ts , t h e  m o r e  t h e  a t t e n t io n  
m o v e s to  d o n o r  in te r e s t .
T h e  r e s u lts  su g g e st  t h a t  t h e  in c o m e  p e r  c a p it a  v a r ia b le  is  p o s it iv e  a n d  s t a t is t i ­
c a l ly  s ig n if ic a n t  (0 .6 6 4 ) , w h ic h  im p lie s  t h a t  a n  in c r e a s e  o f G D P  p e r  c a p it a  b y  1 %  
w ill  in c r e a s e  a id  p r o v id e d  b y  0 . 7 % .  T h i s  r e s u lt  is  s o m e w h a t u n e x p e c t e d . A ls o ,  th e  
c o e ffic ie n t  o n  t h e  p o p u la t io n  v a r ia b le  is  p o s it iv e , b u t  n o t  s t a t is t ic a l ly  s ig n if ic a n t  
(0 .0 8 2 )  for c o lu m n  1 .  H o w e v e r  t h e  s iz e  o f it s  effect d iffe rs  fro m  c o lu m n  2 , w h e re  th e  
c o e ffic ie n t  is  n e g a t iv e  ( - 0 .0 5 1 ) ,  b u t  n o t  s t a t is t ic a l ly  s ig n if ic a n t.
T h e  t r a d e  v a r ia b le  a n d  t h e  g o v e r n a n c e  v a r ia b le  a re  p o s it iv e  a n d  s ig n if ic a n t , a s  
w e ll a s  th e  O D A  sh a r e . T h e  g o v e r n a n c e  v a r ia b le  h a s  a  p o s it iv e  a n d  s ig n if ic a n t  im p a c t  
o n  a id  flow s ( 1 .3 4 2 ) .  A ls o ,  ‘s e lf - in t e r e s t ’ v a r ia b le s  sh o w  so m e  in d ic a t io n  t h a t  ‘se lf - 
in t e r e s t ’ v a r ia b le s  a re  im p o r t a n t .  T h e  c o e ff ic ie n t  o n  im p o r t  t r a d e  is  p o s it iv e  a n d  
s ig n if ic a n t  (0 .9 6 8 ) , w h ile  t h e  e x p o r t  v a r ia b le  is  n e g a t iv e  a n d  s ig n if ic a n t  ( - 1 .0 0 4 ) .
T h e  O D A  s h a r e  v a r ia b le  is  p o s it iv e  a n d  s ig n if ic a n t  ( 0 .0 6 7 ) ,  im p ly in g  t h a t  th e  
in c r e a s e  in  O D A  ‘d o m in a n c e ’ le a d s  to  a n  in c r e a s e  in  a id  p r o v id e d . T h i s  c a n  su g g e s t  
t h a t  th e  ‘r e p u t a t io n  e ffe ct’ is  im p o r t a n t  fo r d o n o rs .
H a u s m a n  te s t  to  t e s t  fo r f ix e d  e ffe cts i n  T a b le  5 .2  su g g e s ts  t h a t  t h e  n u ll  h y p o t h ­
e sis  s h o u ld  b e  r e je c te d  in  fa v o u r  o f  a lt e r n a t iv e ,  w h e re  C h i - S q .  s t a t is t ic s  is  1 8 .8 6 8  
a n d  th e  p -v a lu e  is  0 .0 0 0 0 . R e s u lt s  in d ic a t e  t h a t  f ix e d  e ffects a re  a p p r o p r ia t e  m o d e l  
in  t h is  c a s e .
T h e  r e s u lt s  o f p o o le d  v s .  f ix e d  e ffe cts i n  T a b le  5 .2  su g g e s t  t h a t  f ix e d  effects  
a re  a p p r o p r ia t e  -  c r o s s -s e c t io n  F  te s t  is  2 0 .5 0 9  a n d  t h e  p -v a lu e  is  0 .0 0 0 0  a n d  fo r  
c r o s s -s e c t io n  C h i -s q u a r e  is  3 4 6 .7 2 1  w it h  t h e  p -v a lu e  is  0 .0 0 0 0 .
T a b le  5 .2  p r e s e n ts  r e s u lt s  fo r b o t h  lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  c o u n ­
t r ie s . T h e  fo llo w in g  tw o  t a b le s , T a b le  5 .3  a n d  T a b le  5 .4 , p r e s e n t  r e s u lts  fo r e a c h  
g ro u p  s e p a r a te ly . T h i s  s p lit  b e tw e e n  tw o  g r o u p s  o f c o u n t r ie s  is  d o n e  for c o m p a r is o n  
p u r p o s e s . T h e  id e a  b e h in d  it  is  t h a t  lo w e r -in c o m e  c o u n t r ie s  m a y  re c e iv e  m o r e  a id  
in  c o m p a r is o n  to  lo w e r -m id d le -in c o m e  c o u n t r ie s . H o w e v e r, t h e  r e s u lts  a re  a lm o s t
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T a b le  5 .2 :  A i d  fro m  D A C  c o u n t r ie s  to  lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  c o u n t r ie s
L N O D A P C P R L N O D A P C P R
( w it h  ze ro s ) (w it h o u t  ze ro s)
Y e a r 2 0 0 6 2 0 0 6
R e c ip ie n t s 10 2 10 2
D A C  d o n o rs 22 2 2
C 2 .0 4 6 7 .3 4 4
( 2 .1 7 4 ) ( 1 .4 0 2 ) *
O D A S H A R E 0 .0 6 7 0 .0 6 6
(0 .0 0 8 )* (0 .0 0 6 )*
L N P O P 0 .0 8 2 - 0 .0 5 1
( 0 .2 5 1 ) ( 0 .1 6 2 )
L N R E F U G E E -0 .0 4 8 - 0 . 0 1 5
(0 .0 4 6 ) (0 .0 2 9 )
M I L I T A R Y -0 .2 5 8 -0 .2 3
( 0 . 1 1 9 ) * * ( 0 .0 7 7 ) *
L N G D P 0 .6 6 4 0 .7 3 9
( 0 .3 4 3 ) * * * ( 0 .2 2 1 )*
L N E X P O R T S - 1 . 0 0 4 -0 .5 8 6
( 0 .3 7 5 ) * ( 0 .2 4 ) * *
L N I M P O R T S 0 .9 6 8 0 .3 5
( 0 .4 7 5 ) * * (0 .3 0 3 )
L I F E  E X P E C T A N C Y -0 .0 6 7 -0 .0 4 4
(0 .0 2 )* ( 0 .0 1 3 ) *
G O V E R N A N C E 1 .3 4 2 0 . 9 1 7
(0 .4 0 4 )* (0 .2 6 ) *
C P I - 1 . 5 0 2 - 1 . 1 2 4
(0 .4 7 4 ) * (0 .3 0 3 ) *
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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s im ila r .
T a b le  5 .3  p r e s e n ts  re g r e s s io n  r e s u lts  fo r a id  re c e iv e d  b y  lo w -in c o m e  c o u n t r ie s  
f ro m  D A C  m e m b e r  s ta te s . T h e  r e s u lts  sh o w  t h a t  in  g e n e r a l d o n o r s  d o  c o n s id e r  t h e  
d e v e lo p m e n t  o f lo w -in c o m e  c o u n t r ie s  a n d , t h u s ,  im p l ic it ly  t r y  to  p r o m o te  g ro w th .  
T h e  in c o m e  v a r ia b le  h a s  a  n e g a t iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  im p a c t  ( - 1 .5 9 6 )  o n  
a id  r e c e iv e d . T h e  s iz e  a n d  t h e  s ig n  o f t h e  in c o m e  v a r ia b le  c o n f ir m  t h a t  d o n o rs  
p a y  a t t e n t io n  to  th e  r e c ip ie n t  n e e d , a n d  ‘n e e d ’ in  p o o r e r  le ss  d e v e lo p e d  c o u n t r ie s  is  
g re a te r .
T h e  c o e ff ic ie n t  o f t h e  ‘p o p u la t io n ’ v a r ia b le  is  p o s it iv e  a n d  s t a t is t ic a l ly  s ig n if i­
c a n t  ( 2 .0 0 9 ) , w h ic h  im p lie s  t h a t  la r g e r  c o u n t r ie s  w o u ld  h a v e  a  g r e a te r  n e e d  in  a id  
fro m  d o n o rs . T h e  life  e x p e c t a n c y  v a r ia b le  is  n e g a t iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  
( -0 .0 8 3 ) .  C o u n t r ie s  t h a t  a re  b e t t e r  d e v e lo p e d  h a v e  h ig h e r  s t a n d a r d s  o f  l iv in g  a n d  
h ig h e r  m e d ic a l  c a r e , w h ic h  c a n  in c r e a s e  life  s p a n . T h e  w o rs t  c o u n t r ie s  h a v e  lo w  life  
e x p e c t a n c y  a n d  re c e iv e  m o r e  a id .
T h e  g o v e rn a n c e  v a r ia b le  is  p o s it iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( 2 . 1 1 4 ) ,  w h ic h  
sh o w s t h a t  d o n o r  c o u n t r ie s  d o  a n t ic ip a t e  t h e y  w il l  h a v e  to  p r o v id e  m o r e  a id  to  w e ll  
g o v e rn e d  c o u n t r ie s . O n  t h e  c o n t r a r y , t h e  c o e ff ic ie n t  o n  c o r r u p t io n  is  n e g a t iv e  a n d  
s t a t is t ic a l ly  s ig n if ic a n t  ( - 1 .0 8 2 ) .  T h i s  c a n  b e  e x p la in e d  b y  t h e  f a c t  t h a t  m o r e  c o r r u p t  
c o u n t r ie s  re c e iv e  le ss  a id  t h a n  c o u n t r ie s  w it h  b e t t e r  t r a n s p a r e n c y  a n d  w o r k in g  r u le s  
o f la w .
T h e  O D A S H A R E  v a r ia b le  re p re s e n ts  t h e  s h a r e  o f a id  fro m  o n e  o f  t h e  D A C  d o n o rs  
to  o v e r a ll a id  r e c e iv e d  b y  a  c o u n tr y . T h e  r e s u lt  su g g e s ts  t h a t  t h e  h ig h e r  th e  s h a r e  o f  
D A C  d o n o r  in  t h e  r e c ip ie n t  c o u n t r y , t h e  m o r e  a id  t h e  d o n o r  is  w il l in g  to  g iv e . T h i s  
c a n  b e  t h e  p a r t ia l  e x p la n a t io n  o f p o w e r a n d  in f lu e n c e  t h a t  t h e  d o n o r  c o u n t r y  w a n ts  
to  re p re s e n t a b r o a d . O D A S H A R E  is  p o s it iv e  a n d  s ig n if ic a n t  ( 0 . 1 3 3 ) .
H o w e v e r , t h e  e s t im a t e d  c o e ffic ie n t  o f  c o lo n y  v a r ia b le  t h a t  re p re s e n ts  th e  c o lo n ia l  
p a s t  o f th e  c o u n t r y  is  f o u n d  to  b e  in s ig n if ic a n t ,  in d ic a t in g  t h a t  t h e  fo rm e r c o lo n ie s  
a re  n o t  n e c e s s a r ily  in  a  b e t t e r  p o s it io n  t h a n  c o u n t r ie s  w it h o u t  c o lo n ia l  p a s t  w it h  
D A C  m e m b e r  s t a t e . O n e  o f t h e  p o s s ib le  e x p la n a t io n s  c o u ld  b e  t h a t  p o s t -c o lo n ia l
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l in k s  a p p e a r e  to  b e  le ss  im p o r t a n t  o v e r t im e .
T h e  ‘e m e r g e n c y ’ v a r ia b le , t h e  n u m b e r  o f  re fu g e e s in  t h e  c o u n t r y , sh o w  a n  u n e x ­
p e c t e d  s ig n . O n e  w o u ld  e x p e c t  t h a t  a  la r g e  re fu g e e  p o p u la t io n  w o u ld  a t t r a c t  m o re  
a id  fro m  d o n o rs , so  t h e  s ig n  is  e x p e c te d  to  b e  p o s it iv e , t h o u g h  t h e  s ig n  is  n e g a tiv e  
a n d  s ig n if ic a n t  ( -0 .1 0 2 ) .  T h e  p o s s ib le  e x p la n a t io n  is  t h a t  e m e r g e n c y  a id  is  m o re  
o fte n  p r o v id e d  b y  m u lt i la t e r a l  o r g a n is a t io n s  t h a n  b i la t e r a l  d o n o rs .
T a b le  5 .4  a n a ly s e s  t h e  s a m e  v a r ia b le s , b u t  fo r a id  r e c e iv e d  b y  lo w e r -m id d le -  
in c o m e  c o u n t r ie s  fro m  D A C  m e m b e r  s ta te s . R e c ip ie n t  ‘n e e d ’ v a r ia b le  L N G D P  is  
n e g a tiv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( -5 .3 5 2 ) .  T h e  s iz e  a n d  th e  s ig n  o f t h is  in c o m e  
v a r ia b le  s u p p o r t s  t h e  id e a  t h a t  t h e  r ic h e r  t h e  c o u n tr y , t h e  le ss  a id  i t  re q u ir e s .
P o p u la t io n  s iz e  is  p o s it iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( 6 .2 0 2 ) .  T h i s  c o n f ir m s  
t h a t  r e c ip ie n ts  w it h  a  la r g e r  p o p u la t io n  r e q u ir e  m o r e  a id  fro m  d o n o rs . T h e  life  
e x p e c t a n c y  v a r ia b le  is  p o s it iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( 0 .2 7 5 ) .  T h i s  r e s u lt  is  
d iffe re n t fro m  m y  e x p e c t a t io n s  a n d  fro m  p r e v io u s  ta b le s . A ls o ,  t h e  G O V E R N A N C E  
v a r ia b le  sh o w e d  a n  u n e x p e c t e d  s ig n  fo r t h e  g ro u p  o f lo w e r -m id d le -in c o m e  c o u n t r ie s ,  
w h ic h  is  n e g a t iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( -7 .8 7 7 ) .  S im ila r ,  a n  u n e x p e c t e d  r e s u lt  
w a s o b t a in e d  for th e  c o r r u p t io n  v a r ia b le  ( C P I )  t h a t  is  p o s it iv e  a n d  s t a t is t ic a l ly  
s ig n if ic a n t  ( 0 .0 3 1 ) .
T h e  O D A S H A R E  v a r ia b le  is  p o s it iv e  a n d  s ig n if ic a n t  (0 .0 4 5 )  w h ic h  c o n f ir m s  th e  
h ig h e r  t h e  s h a r e  o f  D A C  d o n o r  in  r e c ip ie n t  c o u n t r y , t h e  m o r e  a id  t h e  d o n o r  is  w il l in g  
to  g iv e . T h e  ‘r e p u t a t io n ’ effect is  r o b u s t  fo r a ll  t h e  re g re s s io n s  a n d  t h is  c a n  p a r t ly  
e x p la in  t h a t  d o n o rs  w a n t  to  h a v e  h ig h e r  ‘v i s i b i l i t y ’ a n d  in flu e n c e .
T h e  ‘re fu g e e ’ v a r ia b le  h a s  a n  e x p e c te d  p o s it iv e  s ig n  (0 .4 4 5 ) , w h ic h  c o n f ir m s  t h a t  
a  la r g e  re fu g e e  p o p u la t io n  w o u ld  a t t r a c t  m o r e  a id  fro m  d o n o rs , a s  t h e y  w il l  n e e d  
m o r e  a id  to  d e v e lo p  a n d  g ro w . O n e  o f t h e  p o s s ib le  e x p la n a t io n s , g iv e n  th e s e  r e s u lts ,  
is  t h a t  d o n o rs  p r o v id e  m o r e  a id  b a s e d  o n  t h e  ‘n e e d ’ c r it e r ia  to  c o u n t r ie s  t h a t  a re  
m o r e  d e p e n d e n t  o n  it .
T a b le  5 .5  a n a ly s e s  t h e  r e s u lt s  fo r L a t i n - A m e r i c a  a n d  t h e  C a r ib b e a n  c o u n tr ie s  
a n d  T a b le  5 .6  sh o w s r e s u lts  fo r S u b -S a h a r a n  A f r ic a .
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T a b le  5 .3 :  A i d  fro m  D A C  c o u n t r ie s  to  lo w -in c o m e  c o u n t r ie s
L N O D A P C P R L N O D A P C P R
( w it h  ze ro s) ( w it h o u t  ze ro s )
Y e a r 2 0 0 6 2 0 0 6
R e c ip ie n t s 4 9 4 9
D A C  d o n o rs 22 22
C -0 .4 1 9 3 . 1 7 8
( 3 .0 2 8 ) (2 . 1 1 )
O D A S H A R E 0 . 1 3 3 0 . 1 1 4
( 0 .0 1 4 ) * (0 .0 0 8 )*
L N P O P 2 .0 0 9 1 .4 5 3
( 0 .3 3 3 ) * ( 0 .2 3 ) *
L N R E F U G E E - 0 .10 2 -0 .0 6 7
( 0 .0 4 7 ) * * ( 0 .0 3 3 ) * *
M I L I T A R Y 0 .3 8 2 0 .3 2 6
( 0 . 1 5 1 ) * * ( 0 .1 0 5 ) *
L N G D P - 1 . 5 9 6 - 1 .0 2 1
( 0 .4 2 1 ) * ( 0 .2 9 ) *
L N E X P O R T S 1 .2 2 6 0 .8 4 4
( 0 .4 0 3 )* ( 0 .2 7 9 ) *
L N I M P O R T S -0 .3 9 7 -0 .3 7 2
( 0 .4 7 ) ( 0 .3 2 5 )
L I F E  E X P E C T A N C Y -0 .0 8 3 -0 .0 5 2
( 0 .0 1 7 ) * ( 0 .0 1 2 )*
G O V E R N A N C E 2 . 1 1 4 1 . 1 9 3
( 0 .3 9 4 )* ( 0 .2 7 4 ) *
C P I - 1 . 0 8 2 -0 .0 8 3
( 0 .4 9 3 ) * * (0 .3 4 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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T a b le  5 .4 : A i d  fro m  D A C  c o u n t r ie s  to  lo w e r -m id d le -in c o m e  c o u n t r ie s
L N O D A P C P R L N O D A P C P R
( w it h  ze ro s ) ( w it h o u t  ze ro s )
Y e a r 2 0 0 6 2 0 0 6
R e c ip ie n t s 5 3 5 3
D A C  d o n o rs 22 22
C 4 3 .5 3 7 4 0 .5 4 2
( 1 5 .8 7 6 ) * ( 9 .5 0 7 ) *
O D A S H A R E 0 .0 4 5 0 .0 5 3
(0 .0 0 8 )* (0 .0 0 7 ) *
L N P O P 6.202 4 .8 5 7
( 2 .4 6 1 ) * * ( 1 .4 7 5 ) *
L N R E F U G E E 0 .4 4 5 0 .3 8 1
( 0 .2 4 2 ) * * * ( 0 .1 4 5 ) *
M I L I T A R Y 0 .5 0 5 0 .4 2 2
(0 .3 8 5 ) ( 0 .2 3 7 ) * * *
L N G D P - 5 . 3 5 2 - 4 . 2 5 1
( 2 .8 7 4 ) * * * ( 1 .7 2 5 ) * *
L N E X P O R T S -5 .6 5 6 -3 .9 0 8
( 1 .4 5 8 ) * (0 .886)*
L N I M P O R T S 5 .2 4 7 3 .5 6 3
( 1 .8 9 6 ) * ( 1 . 1 5 1 ) *
L I F E  E X P E C T A N C Y 0 .2 7 5 0 .2 2 7
( 0 .1 3 4 ) * * (0 .0 8 )*
G O V E R N A N C E - 7 . 8 7 7 -5 .9
( 2 .8 2 9 ) * ( 1 . 7 1 3 ) *
C P I 0 .0 3 1 -0 .3 8
( 1 . 0 1 7 ) ( 0 .6 0 1 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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T a b le  5 .5  sh o w s r e s u lts  fo r t h e  g r o u p  o f  d e v e lo p in g  c o u n t r ie s  in  L a t i n  A m e r ic a  
a n d  t h e  C a r ib b e a n .  T h e r e  is  a  p o s it iv e , b u t  in s ig n if ic a n t  im p a c t  o f G D P  c a p it a  
( 1 . 0 2 1 ) ,  in s t e a d  o f a n  e x p e c te d  n e g a t iv e  e ffe ct. T h i s  r e s u lt  h a s  n o  lo g ic a l in te r ­
p r e t a t io n , b e c a u s e  it  c a n  o n ly  im p ly  t h a t  t h e  r ic h e r  a  b e n e f ic ia r y  c o u n t r y  is , t h e  
b ig g e r  it s  a id  r e c e ip ts  a re . O t h e r  ‘n e e d ’ v a r ia b le s , p o p u la t io n  a n d  re fu g e e , h a v e  a n  
e x p e c te d  p o s it iv e  a n d  s ig n if ic a n t  c o e ffic ie n t ( 1 .8 0 5  a n d  0 .5 5 8  r e s p e c t iv e ly ) .  A ls o ,  
life  e x p e c t a n c y  h a s  a  n e g a t iv e , b u t  in s ig n if ic a n t  im p a c t  o n  a id  a llo c a t io n  ( - 0 . 1 1 8 ) .  
T h e  O D A S H A R E  v a r ia b le  is  p o s it iv e  a n d  s ig n if ic a n t  ( 0 .0 1 5 ) ,  w h ic h  sh o w s t h e  ro ­
b u s t n e s s  o f  o u r  e s t im a t e s . H o w e v e r , ‘s e lf - in t e r e s t ’ o f d o n o rs  v a r ia b le s  v a r ie s  b e tw e e n  
g r o u p s  o f c o u n tr ie s  u s e d ; o n e  m ig h t  c o n c lu d e  a  la c k  o f r o b u s tn e s s  o f t h is  e s t im a t e  
a n d  th e re fo re , it  d o e s n o t  h a v e  a  s t r a ig h t  fo r w a r d  e x p la n a t io n .
R e s u lt s  for S u b -S a h a r a n  c o u n t r ie s , see T a b le  5 .6 , g e n e r a lly  c o n f ir m  o u r  e x p e c ta ­
t io n s . B e n e f ic ia r y  n e e d s  a n d  p o l ic y  p e r f o r m a n c e  v a r ia b le s  h a v e , in  g e n e r a l, a n  e x ­
p e c t e d  s ig n s . T h e  in c o m e  p e r  c a p it a  h a s  a  s ig n if ic a n t ly  n e g a t iv e  im p a c t  ( -0 .3 5 7 )  o n  
a id  r e c e iv e d . T h e  c o e ff ic ie n t o n  P o p u la t io n  is  p o s it iv e  a n d  s ig n if ic a n t  ( 1 .7 4 6 ) .  A ls o ,  
t h e  c o e ff ic ie n t o n  life  e x p e c t a n c y  is  n e g a t iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( -0 .0 7 1 ) .  
T h e  p o lic y  p e r fo r m a n c e  v a r ia b le  C P I  h a s  a n  e x p e c te d  s ig n  a n d  is  s t a t is t ic a l ly  s ig ­
n if ic a n t  ( 0 . 1 7 1 ) .  H o w e v e r, th e  c o e ff ic ie n t  o n  g o v e rn a n c e  v a r ia b le  is  p o s it iv e  a n d  
s ig n if ic a n t  ( 1 . 1 3 6 ) ,  w h ic h  is  n o t  c o n s is t e n t  w it h  p r e v io u s  r e s u lts  a n d  e x p e c ta t io n s .  
O D A S H A R E ,  a s e x p e c te d , is  p o s it iv e  a n d  s t a t is t ic a l ly  s ig n if ic a n t  ( 0 . 1 1 2 ) .  S o , th e  
‘r e p u t a t io n ’ effect h o ld s  fo r t h e  g ro u p  o f  S u b -S a h a r a n  c o u n tr ie s . A t  t h e  s a m e  t im e ,  
t h e  ‘s e lf - in t e r e s t ’ o f d o n o rs  h a s  a n  effect o n  a id  a llo c a t io n s . T h e  c o e ffic ie n t o f e x ­
p o r ts  v a r ia b le  is  p o s it iv e  a n d  s ig n if ic a n t  ( 0 .0 7 8 ) .  H o w e v e r, th e  m a g n it u d e  o f e x p o r ts  
v a r ia b le  d e p e n d s  o n  t h e  e q u a t io n  s p e c if ic a t io n s .
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T a b le  5 .5 :  A i d  fro m  D A C  c o u n t r ie s  to  L a t i n  A m e r ic a  a n d  t h e  C a r ib b e a n
L N O D A P C P R L N O D A P C P R
( w it h  ze ro s ) ( w it h o u t  ze ro s)
Y e a r 2 0 0 6 2 0 0 6
R e c ip ie n t s 2 9 2 9
D A C  d o n o rs 22 22
C 1 6 .4 4 2 2 3 .6 6 5
( 4 .3 8 8 ) * ( 4 .9 6 9 )*
O D A S H A R E 0 .0 1 5 0 .0 3 5
(0 .0 0 4 )* (0 .0 0 5 )*
L N P O P 1 .8 0 5 1 .4 8
( 0 .5 9 1 ) * (0 .66)* *
L N R E F U G E E 0 .5 5 8 0 .5 2 9
( 0 .1 4 8 ) * ( 0 . 1 7 2 ) *
M I L I T A R Y -0 .0 4 2 - 0 .1 6 9
( 0 .1 5 8 ) ( 0 . 1 7 5 )
L N G D P 1 .0 2 1 1 . 1 0 6
( 0 .6 7 3 ) (0 .7 8 4 )
L N E X P O R T S -6 .6 8 4 -6 .5 6 5
( 1 .7 4 8 ) * ( 2 .0 2 9 ) *
L N I M P O R T S 4 .2 3 3 4 .0 7 8
( 1 .4 2 ) * ( 1 .6 3 9 ) * *
L I F E  E X P E C T A N C Y - 0 . 1 1 8 - 0 . 1 2 5
( 0 .0 7 9 ) (0 .0 9 )
C P I 0 .4 7 0 .4 9 4
( 0 .1 4 5 ) * ( 0 .1 6 4 ) *
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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T a b le  5 .6 : A i d  fro m  D A C  c o u n t r ie s  to  S u b -S a h a r a n  A f r ic a n  c o u n tr ie s
L N O D A P C P R L N O D A P C P R
( w it h  ze ro s ) ( w it h o u t  ze ro s)
Y e a r 2 0 0 6 2 0 0 6
R e c ip ie n t s 4 7 4 7
D A C  d o n o rs 22 22
C - 9 .5 8 7 0 .5 6
( 3 . 1 4 7 ) * ( 1 .6 8 4 )
O D A S H A R E 0 .1 1 2 0 .1 2 4
( 0 .0 1 3 ) * (0 .0 0 9 )*
L N P O P 1 .7 4 6 0 .9 8
(0 .2 1 )* ( 0 . 1 1 5 ) *
L N R E F U G E E 0 .2 12 0 .0 9 1
(0 .0 4 3 ) * (0 .0 2 4 )*
M I L I T A R Y 0 .0 3 1 0 .0 0 7
( 0 . 1 3 3 ) (0 .0 7 2 )
L N G D P -0 .3 5 7 -0 .0 8 9
( 0 .1 9 8 ) * * * ( 0 .1 0 6 )
L N E X P O R T S 0 .0 7 8 0 .0 5 1
(0 .0 3 4 ) * * ( 0 .0 1 9 ) *
L N I M P O R T S -0 .0 8 8 -0 .0 4 6
(0 .0 3 4 ) * ( 0 .0 1 9 ) * *
L I F E  E X P E C T A N C Y - 0 .0 7 1 -0 .0 7 3
( 0 .0 2 2 )* (0 .0 1 2 )*
G O V E R N A N C E 1 . 1 3 6 0 .4 6 2
(0 .4 3 6 ) ( 0 .2 3 2 ) * *
C P I 1 . 1 7 1 0 .5 0 7
( 0 .6 5 ) * * * (0 .3 4 6 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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5.6 Conclusion
O t h e r  c h a p te r s  o f  m y  th e s is  e x a m in e  t h e  e ffe c tiv e n e ss o f a id  fro m  t h e  r e c ip ie n t  s id e .  
I n  c o n t r a s t ,  t h is  c h a p te r  c o n c e n t r a t e s  o n  t h e  m o t iv e s  o f  d o n o r  c o u n t r ie s  a s re g a r d s  
to  p r o v is io n  o f  fo re ig n  a id . T h i s  c h a p te r  d is c u s s e s  th e  e m p ir ic a l  is s u e s  o f t h e  d o n o r  
d e c is io n  m a k in g  in  r e la t io n  to  t h e  p r o v is io n  o f  b i la t e r a l  a id  f r o m  D A C  d o n o rs  to  
lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  e c o n o m ie s . F o r  c o m p a r is o n , c o u n t r ie s  o f  L a t i n  
A m e r ic a  a n d  S u b -S a h a r a n  A f r ic a  w e re  in c lu d e d  a s w e ll, in  s p ite  o f  t h e  f a c t  t h a t  few  
o f t h e m  a re  q u a lif ie d  a s  u p p e r -m id d le  in c o m e  e c o n o m ie s.
T h e  e m p ir ic a l  r e s u lts  p r e s e n te d  in  t h is  c h a p te r  su g g e st  t h a t  D A C  d o n o rs  t a k e  
in to  a c c o u n t  t h e  n e e d  o f  th e  r e c ip ie n t  c o u n t r ie s , t h o u g h  d o n o rs  lo o k  a fte r  t h e ir  
o w n  in te r e s ts  to  a  g re a t  d e g re e  a ls o . S o , t h e  a n sw e rs  to  m y  q u e s t io n s  a re  t h a t  a  
c o m b in a t io n  o f a lt r u is m  (o r h u m a n it a r ia n  c o n s id e r a t io n s )  a n d  ‘s e lf - in t e r e s t ’ in f lu e n c e  
t h e  p r o v is io n  o f  a id . H o w e v e r, o v e r a ll,  t h e  r e s u lt s  su g g e st  t h a t  c o u n t r ie s  t e n d  to  p a y  
m o r e  a t t e n t io n  to  t h e  n e e d  f a c to r  in  t h e  lo w -in c o m e  c o u n tr ie s  a n d , to  a  le ss e r e x te n t ,  
to  t h e  n e e d  o f lo w e r -m id d le -in c o m e  c o u n tr ie s .
A n o t h e r  in te r e s t in g  f in d in g  o f t h is  c h a p t e r  is  t h a t  th e  ‘r e p u t a t io n  e ffe ct’ h a s  a n  
im p a c t  o n  d o n o rs  d e c is io n s  a b o u t  a id  a llo c a t io n s . D A C  d o n o rs  t e n d  to  p r o v id e  m o r e  
a id  to  c o u n t r ie s  w h e re  t h e y  h a v e  a  h ig h e r  s h a r e  o f a id  to  o v e r a ll a id  r e c e iv e d  b y  a  
c o u n tr y . T h i s  c a n  b e  e x p la in e d  t h a t  b y  d o in g  t h is ,  d o n o r  e c o n o m ie s  t e n d  to  sh o w  
t h e ir  p o w e r in d ir e c t ly .
N e v e r th e le s s , it  is  e a s ie r  to  id e n t if y , in  b r o a d  t h e o r e t ic a l t e r m s , w h a t  n e e d s  to  
b e  d o n e  to  h e lp  d e v e lo p in g  c o u n t r y  a c h ie v e  d e v e lo p m e n t a n d  g r o w th  r a t h e r  t h a n  to  
im p le m e n t  it  in  r e a lit y . T h e  m a jo r it y  o f  a id  d o n o rs , e ith e r  m u lt i la t e r a l  o r b i la t e r a l ,  
e m p h a s is e  t h e  im p o r t a n c e  o f  d e v e lo p m e n ta l f a c to r s  o f fo re ig n  a id , h o w e v e r t h e  d e s ire  
for p o w e r o r a n y  k in d  o f b e n e fit  m ig h t  o u tw e ig h  it .  A s  a  r e s u lt ,  ‘s e lf - in t e r e s t ’ f a c to r s  
m a y  o v e r ta k e  th e  ‘n e e d ’ fa c to r s  in  a id  p r o v is io n .
CHAPTER 6
The Effect o f Corruption and Foreign Aid on Growth in 
Developing Countries
6.1 Introduction
P o o r  c o u n t r ie s ’ e c o n o m ic  d e v e lo p m e n t  is  d e p e n d e n t  o n  v a r io u s  fa c to r s  a n d  t h e  r e a s o n  
fo r s lo w  p e r fo r m a n c e  a n d  g ro w th  v a r y  in  e a c h  o f th e m . N e v e r th e le s s , th e r e  is  a  
n u m b e r  o f p o in t s  t h a t  s t a n d  t r u e  fo r e v e r y  e c o n o m y . T h e  m a in  d e t e r m in a n t /m e a s u r e  
o f c o u n t r ie s ’ g ro w th  is  t h e  le v e l o f G D P .  O n e  o f  th e  p o t e n t ia l  w a y s  to  in c r e a s e  g ro w th  
o f G D P  is  t h r o u g h  th e  e x p a n s io n  o f  in v e s t m e n t . F o r e ig n  a id  c a n  b e  r e g a r d e d  a s  a n  
in v e s t m e n t  a n d  c a n  c re a te  e c o n o m ic  g r o w th  w it h  t h e  c o rr e c t  c h o ic e  a n d  a p p lic a t io n  
o f f is c a l, m o n e t a r y  a n d  t r a d e  p o lic ie s  ( B u r n s id e  a n d  D o lla r ,  2 0 0 0 ) . H o w e v e r, th e  
effect o f c o r r u p t io n  o n  g ro w th  a n d  d e v e lo p m e n t  c a n  n o t  g o  u n n o t ic e d . D u r in g  th e  
p a s t  few  d e c a d e s , d e v e lo p in g  c o u n t r ie s  r e c e iv e d  a  s u b s t a n t ia l  a m o u n t  o f  fo re ig n  a id  
(a s  c a n  b e  se e n  fro m  T a b le  2 . 1 ), h o w e v e r m o s t  o f th e s e  c o u n t r ie s  u n t i l  n o w  l iv e  in  
p o v e r ty . O n e  o f t h e  p o s s ib le  re a s o n s  fo r t h is  t y p e  o f o u tc o m e  is  t h e  p r e v a le n c e  o f  
c o r r u p t io n  in  a id  r e c e iv in g  c o u n tr ie s .
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O n e  o f t h e  d e f in it io n s  o f c o r r u p t io n , a s  in  K a s p e r  (2 0 0 6 ) , is  t h e  a b u s e  o f p o l it ic a l  
p o w e r fo r p r iv a t e  b e n e fit  a n d  a n  o b s ta c le  to  g e n u in e  c o m p e t it io n  b y  p r ic e  a n d  q u a lit y ,  
h e n c e  to  e c o n o m ic  g ro w th . C o r r u p t io n ,  in  th e o r y , m a y  h a v e  a  n e g a t iv e  effect o n  
e c o n o m ic  g ro w th  a n d  d e v e lo p m e n t. I n  h ig h ly  d is t o r t e d  e c o n o m ie s , m o s t  o f t h e  
r e c e iv e d  a id  c a n  b e  e a s ily  lo s t  o n  u n p r o d u c t iv e  g o v e rn m e n t e x p e n d it u r e  o r ju s t  
w a s te d  o n  a c t iv it ie s  t h a t  d o  n o t  f a c il it a t e  e c o n o m ic  g ro w th .
P r e v a le n c e  o f c o r r u p t io n  is  fa r  f ro m  e v e n . F r o m  a  t h e o r e t ic a l p o in t ,  t h e  d e e p -  
r o o te d  c o r r u p t io n  m a in ly  o c c u r s  i n  p o o r , lo w -in c o m e  e c o n o m ie s  w it h  p o o r ly  p r o ­
t e c t e d  p r iv a t e  p r o p e r t y  r ig h t s , o v e r -r e g u la t e d  m a r k e t s  a n d  a  p o o r  r u le  o f la w . T h e s e  
c a n  b e  c le a r ly  se e n  fro m  t h e  d a t a  o n  c o r r u p t io n , w h ic h  w il l  b e  d is c u s s e d  la t e r  in  t h e  
c h a p te r  a n d  c a n  b e  f o u n d  in  T a b le  6 . 1  a n d  fro m  F ig u r e  6 . 1 ,  F ig u r e  6 .2  a n d  T a b le  
6.2.
F r o m  o n e  p o in t  o f v ie w , c o r r u p t io n  m a y  h a v e  a  d ir e c t  im p a c t  o n  e c o n o m ic  g ro w th  
a n d  s o c ia l  s t a b i l i t y  a n d  fro m  t h e  o th e r , fo r e ig n  a id  m a y  p r o v o k e  c o r r u p t io n . A t ­
t e m p t s  to  im p r o v e  a c c o u n t a b il it y  o f fo r e ig n  a id  a re  v e r y  d if f ic u lt  to  a c h ie v e  a n d  
v e r y  c o s t ly . T h e  d is b u r s e m e n t  o f a id  to  c o r r u p t  e c o n o m ie s  d e s tr o y e d  t h e  in s t it u ­
t io n s  e s s e n t ia l for e c o n o m ic  g ro w th  a n d  d e v e lo p m e n t, a s  w e ll a s  fo r t r a n s p a r e n c y  o f  
m a r k e t s .
‘S h o u ld  c o u n t r ie s  w it h  h ig h  le v e ls  o f c o r r u p t io n  in  t h e  f u t u r e  b e  e x c lu d e d  fro m  
t h e  l is t  o f a id  r e c e iv in g  n a t io n s  o f fo r e ig n  a i d ? ’ s t a y s  a n  o p e n  q u e s t io n  a n d  f u r t h e r  
r e s e a r c h  is  r e q u ir e d . N e v e r th e le s s , th e r e  a re  s e v e ra l s t u d ie s  a lr e a d y  d o n e  in  t h is  a r e a  
t h a t  a re  w o r th  p o in t in g  o u t.
6.2 Literature R eview
6.2.1 Corruption and Economic Growth
A n  im p o r t a n t  in d ic a t o r  o f  in s t it u t io n a l  q u a l it y  a n d  a  c o u n t r y ’s e c o n o m ic  p e r fo r­
m a n c e  is  th e  le v e l o f c o r r u p t io n . C o r r u p t io n  is  u s u a lly  d e fin e d  a s  ‘t h e  u s e  o f  p u b lic  
o ffices fo r p r iv a t e  g a in s ’ o r ‘a n  il le g a l  p a y m e n t  to  a  p u b lic  a g e n t to  o b t a in  a  b e n e fit
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t h a t  m a y  o r m a y  n o t  b e  d e s e r v e d ’ . I t  c o m p r is e s  fo rm s o f b r ib e r y , n e p o t is m , a n d  
i l le g a l  a p p r o p r ia t io n  o f  p u b lic  re s o u rc e s  a n d  h a s  b e e n  a n  im p o r t a n t  is s u e  in  d e v e lo p ­
in g  c o u n tr ie s  (S h le ife r  a n d  V is h n y ,  1 9 9 3 ;  B a r d h a n ,  1 9 9 7 ) .  T h e  d o m in a n t  v ie w  sees  
c o r r u p t io n  a s  a  h in d r a n c e  to  g ro w th .
S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  a r g u e  t h a t  c o r r u p t io n  w o u ld  t e n d  to  lo w er e c o n o m ic  
g ro w th . T h e y  f in d  tw o  re a s o n s  w h y  c o r r u p t io n  h a s  a n  effect o n  t h e  e c o n o m y  a n d  is  
c o s t ly  to  e c o n o m ic  d e v e lo p m e n t. T h e  f ir s t  r e a s o n  is  t h a t  t h e  s t r u c t u r e  o f t h e  g o v ­
e r n m e n t  in s t it u t io n s  a n d  o f th e  p o l it ic a l  p r o c e s s  a re  v e r y  im p o r t a n t  d e t e r m in a n t s  o f  
t h e  c o r r u p t io n  le v e l, e s p e c ia lly  w e a k  g o v e r n m e n ts  t h a t  d o  n o t  c o n t r o l t h e ir  a g e n c ie s .  
T h e  s e c o n d  r e a s o n  is  t h a t  t h e  i l le g a l it y  o f c o r r u p t io n  a n d  t h e  n e e d  for s e c r e c y  m a k e s  
i t  m u c h  m o r e  d is t o r t io n a r y  a n d  c o s t ly  t h a n  t a x a t io n  (S h le ife r  a n d  V is h n y ,  1 9 9 3 ) .  
“T h e  d e m a n d s  o f s e c r e c y  c a n  s h if t  a  c o u n t r y ’s  in v e s t m e n t s  a w a y  fro m  th e  h ig h e s t  
v a lu e  p r o je c t s ,  s u c h  a s h e a lt h  a n d  e d u c a t io n ,  in to  p o t e n t ia l ly  u s e le s s  p r o je c t s ,  s u c h  
a s d e fe n se  a n d  in f r a s t r u c t u r e ,  if  t h e  la t t e r  offer b e t t e r  o p p o r t u n it ie s  fo r s e c re t  c o r ­
r u p t io n .  T h e  d e m a n d s  o f s e c r e c y  c a n  a ls o  c a u s e  le a d e r s  o f a  c o u n t r y  to  m a in t a in  
m o n o p o lie s , to  p r e v e n t  e n try , a n d  to  d is c o u r a g e  in n o v a t io n  b y  o u t s id e r s  if  e x p a n d in g  
t h e  r a n k s  o f  th e  e lite  c a n  e x p o s e  e x is t in g  c o r r u p t io n  p r a c t ic e s . S u c h  d is t o r t io n s  fro m  
c o r r u p t io n  c a n  d is c o u r a g e  u s e f u l in v e s t m e n t  a n d  g r o w th .”
S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  d e fin e  c o r r u p t io n  a s  t h e  s a le  b y  g o v e rn m e n t o ff ic ia ls  
o f g o v e r n m e n t  p r o p e r t y  fo r p e r s o n a l g a in . I n  t h is  p a p e r , S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  
t a k e  t h e  p r in c ip a l -a g e n t  p r o b le m  a s  g iv e n , in  o th e r  w o rd s, ‘t h e  c o r r u p t  o ff ic ia l h a s  
s o m e  p r o p e r t y  r ig h t s  o v e r t h e  g o v e r n m e n t  g o o d  h e  is  a l lo c a t in g ’ a n d  a s a  r e s u lt  t h e  
a u t h o r s  fo c u s  o n  t h e  c o n s e q u e n c e s  o f c o r r u p t io n  for re s o u rc e  a llo c a t io n .  T h e y  a d ­
d re s s  tw o  is s u e s . F i r s t ,  t h e  im p lic a t io n s  o f  h o w  t h e  c o r r u p t io n  n e tw o r k  is  o rg a n is e d .  
S e c o n d , t h e y  d is c u s s  w h y  c o r r u p t io n  is  w o rse  t h a n  t a x a t io n .
S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  u se  a  m o d e l c o m p a r in g  a  c a s e  o f in d e p e n d e n t  m o n o p ­
o lis t s , w h e re  v a r io u s  p u b lic  a g e n c ie s  p r o v id e  c o m p le m e n t a r y  g o v e rn m e n t g o o d s  o r  
s e r v ic e s  in d e p e n d e n t ly , w it h  t h a t  o f  a  jo i n t  m o n o p o lis t  a g e n c y  p r o v id in g  t h e  s a m e  
g o o d s  a n d  s e r v ic e s . S h le ife r  a n d  V i s h n y  ( 1 9 9 3 )  t a k e  in to  a c c o u n t  t h e  r e s u lt s  o f tw o
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d iffe re n t t y p e s  o f c o r r u p t io n . F i r s t ,  ‘c o r r u p t io n  w it h o u t  t h e f t ’ w h e r e  g o v e rn m e n t  
a g e n ts  d e m a n d  a  b r ib e  a b o v e  a n y  r e q u ir e d  fees, a n d  a s a  r e s u lt  t h e  g o v e rn m e n t s t i l l  
r e c e iv e s  it s  fees. S e c o n d , ‘c o r r u p t io n  w it h  t h e f t ’ w h e re  g o v e rn m e n t a g e n c ie s  d e m a n d  
a  b r ib e  b u t  t h e  g o v e rn m e n t d o e s n o t  re c e iv e  it s  fees, s im ila r  to  c u s t o m s  a g e n ts  w h o  
t a k e  a  b r ib e  in s t e a d  o f c o lle c t in g  c u s t o m s  fees. B o t h  b u y e r s  a n d  se lle rs  b e n e fit  fro m  
‘c o r r u p t io n  w it h  t h e f t ’ , b e c a u s e  g o v e r n m e n t  s e r v ic e s  c a n  b e  o b t a in e d  m o r e  c h e a p ly .
A n o t h e r  s t u d y  to  a n a ly s e  t h e  r e la t io n s h ip  b e tw e e n  c o r r u p t io n  a n d  e c o n o m ic  
g ro w th  is  c o n d u c t e d  b y  M a u r o  ( 1 9 9 5 ) .  M a u r o  ( 1 9 9 5 )  p r e s e n ts  t h e  f irs t  s y s t e m a t ic  
e m p ir ic a l  a n a ly s is  o f c o r r u p t io n  b y  f o c u s in g  o n  t h e  r e la t io n s h ip  b e tw e e n  c o r r u p t io n  
a n d  in v e s t m e n t . H e  a n a ly s e s  a n d  id e n t if ie s  t h e  c h a n n e ls  t h r o u g h  w h ic h  c o r r u p t io n  
c a n  h a v e  a n  effect o n  e c o n o m ic  g ro w th . M a u r o  ( 1 9 9 5 )  u se s  a  n e w  d a t a  se t t h a t  
c o n s is t s  o f t h e  Business International ( B I ,  1 9 8 4 ) ,  a  p u b lic a t io n  o f Economist Intel­
ligence Unit, s u b je c t iv e  in d ic e s  o f  c o r r u p t io n  a n d  in s t it u t io n a l  e f f ic ie n c y  for a  c ro ss  
s e c t io n  o f  c o u n t r ie s  fro m  19 8 0  to  1 9 8 3 .  B I  p r o v id e s  s u b je c t iv e  a s s e s s m e n ts  o f  5 6  
r is k  f a c to r s  fo r 68 c o u n t r ie s  to  p r iv a t e  in v e s to r s . T h e s e  in d ic e s  a re  o b t a in e d  fro m  
q u e s t io n n a ir e s  f ille d  in  b y  B I ’s c o r r e s p o n d e n ts  lo c a t e d  in  a b o u t  7 0  c o u n t r ie s , a n d  
a n a ly s is  is  b a s e d  o n  th e s e  c o u n t r ie s . T h e  in d ic e s  re fle ct t h e  a n a ly s t ’s p e r s p e c t iv e s  
o n  r is k  a n d  e f f ic ie n c y  fa c to r s , a n d  re p re s e n t  in v e s t o r s ’ a s s e s s m e n ts  o f c o n d it io n s  in  
t h e  c o u n t r y  in  q u e s tio n .
T h e  c o r r u p t io n  v a r ia b le  in  t h is  s u r v e y  is  d e fin e d  a s t h e  d e g re e  to  w h ic h  b u s i ­
n e ss  t r a n s a c t io n  in v o lv e  c o r r u p t io n  a n d  q u e s t io n a b le  p a y m e n ts . M a u r o  ( 1 9 9 5 )  u se s  
n in e  in d ic a t o r s  o f in s t it u t io n a l  e ffic ie n c y , s u c h  a s: p o l it ic a l  c h a n g e , p o l it ic a l  s t a b il ­
it y , p r o b a b il it y  o f o p p o s it io n  g r o u p  t a k e o v e r , s t a b il it y  o f la b o u r ,  r e la t io n s h ip  w it h  
n e ig h b o u r in g  c o u n t r ie s , t e r r o r is m , le g a l s y s te m , b u r e a u c r a c y  a n d  r e d  t a p e , a s  w e ll 
a s  c o r r u p t io n . T h e  B I ’s in d ic e s  a re  in te g e r s  b e tw e e n  ze ro  a n d  t e n , w h e re  a  v a lu e  
c lo s e r  to  t e n  m e a n s  t h a t  t h e  c o u n t r y  in  q u e s t io n  h a s  ‘g o o d ’ in s t it u t io n s .  B I ’s in d ic e s  
a re  a  re f le c t io n  o f s u b je c t iv e  o p in io n s  o f c o rr e s p o n d e n ts  a n d  it  c a n  b e  d iff ic u lt  to  
d is t in g u is h  b e tw e e n  a  g r a d e  6 o r 7 . A s  a  r e s u lt ,  M a u r o  ( 1 9 9 5 )  in c lu d s  d u m m ie s  
fo r ‘h ig h ’ , ‘m e d iu m ’ a n d  ‘lo w ’ b u r e a u c r a t ic  e ffic ie n cy . A ls o ,  to  c o r r e c t  fo r p o t e n t ia l
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s o u r c e s  o f  e n d o g e n e ity  b ia s ,  h e  u se s  a n  in d e x  o f e t h n o lin g u is t ic  f r a c t io n a lis a t io n  a s  
a n  in s t r u m e n t . T h i s  in d e x  is  b a s e d  o n  t h e  h is t o r ic  l in g u is t ic  o r ig in .
O n  t h e  b a s is  o f  t h e  d e f in it io n  o f v a r ia b le s ,  M a u r o  ( 1 9 9 5 )  a s s u m e s  t h a t  th e  j u ­
d ic ia r y  s y s te m , re d  t a p e  a n d  c o r r u p t io n  in d ic e s  re p re s e n t c lo s e ly  r e la t e d  v a r ia b le s ,  
t h u s  h e  u s e s  t h e ir  a v e ra g e  a s  a  p r o x y  fo r b u r e a u c r a t ic  e ffic ie n cy . H e  sh o w s t h a t  
r ic h e r  c o u n t r ie s  te n d  to  h a v e  b e t t e r  in s t it u t io n s  t h a n  p o o r e r  c o u n t r ie s , a n d  t h a t  
f a s t -g r o w e rs  t e n d  to  b e  a m o n g  t h e  c o u n t r ie s  w it h  a  h ig h e r  b u r e a u c r a t ic  e ffic ie n c y  
in d e x .
M a u r o  ( 1 9 9 5 )  c o m e s to  t h e  c o n c lu s io n  t h a t  c o r r u p t io n  is  b a d  fo r d e v e lo p m e n t.  
T h e  a v e ra g e  r a t io  o f t o t a l  a n d  p r iv a t e  in v e s t m e n t  to  G D P  d u r in g  t h e  p e r io d  1 9 7 0  to  
1 9 8 5  is  t a k e n  fro m  B a r r o  ( 1 9 9 1 ) ,  a s  w e ll a s r e a l G D P  p e r  c a p it a  fo r 19 8 0 . H e  ta k e s  
m a c r o e c o n o m ic  d a t a  fro m  S u m m e r s  a n d  H e s t o n  ( 1 9 8 8 )  a n d  B a r r o  ( 1 9 9 1 ) ,  w h ile  
t h e  o b je c t iv e  d a t a  c o m e s fro m  B a r r o  ( 1 9 9 1 )  a n d  t h e  d a t a  o n  e q u ip m e n t  in v e s t m e n t  
fro m  D e  L o n g  a n d  S u m m e r s  ( 1 9 9 1 ) .  M a u r o  ( 1 9 9 5 )  f in d s  t h a t ,  h o ld in g  19 8 0  r e a l G D P  
c o n s t a n t , c o u n t r ie s  w it h  h ig h e r  c o r r u p t io n  h a v e  a  lo w er r a t io  o f  t o t a l  a n d  p r iv a t e  
in v e s t m e n t  to  G D P ,  r e g a rd le s s  o f  t h e  a m o u n t  o f re d  t a p e , t h e r e b y  lo w e rin g  e c o n o m ic  
g ro w th . H e  f in d s  a  s ig n if ic a n t  n e g a t iv e  c o r r e la t io n  b e tw e e n  c o r r u p t io n  a n d  in v e s t ­
m e n t , a s w e ll a s  c o r r u p t io n  a n d  g ro w th . T h e  f in d in g s  h o ld  fo r O L S  e s t im a t e s  a n d  in  
2 S L S  e s t im a t e s  w it h  a n  in d e x  o f e t h n o lin g u is t ic  f r a c t io n a lis a t io n  a s  a n  in s t r u m e n t .
B a r d h a n  ( 1 9 9 7 ) ,  o n  t h e  o th e r  h a n d , a n a ly s e s  t h e  w a y s  in  w h ic h  c o r r u p t io n  a ffe cts  
a  d e v e lo p in g  e c o n o m y . B a r d h a n  ( 1 9 9 7 )  p u r s u e s  t h e  q u e s t io n  o f  w h y  c o r r u p t io n  is  
p e r c e p t ib ly  so  d iffe re n t in  d iffe re n t s o c ie t ie s  a n d  a ls o  p e r s is te n t , a s  w e ll a s  e x a m in in g  
t h e  fe a s ib le  p o l ic y  is s u e s  t h a t  a r is e . H e  u se s  a n  a n a ly t ic a l  a p p r o a c h  a n d  a rg u e s  t h a t  
i t  is  d if f ic u lt  to  c a r r y  o u t  e m p ir ic a l  e s t im a t io n s  d u e  to  p o o r  d a t a  a v a i la b il i t y  o n  t h e  
s u b je c t  o f  c o r r u p t io n .
S u b s e q u e n t ly , A id t ,  D u t t a  a n d  S e n a  (2 0 0 8 )  offer a  t h e o r e t ic a l  a n d  a n  e m p ir ic a l  
a n a ly s is  o f  t h e  l in k s  b e tw e e n  c o r r u p t io n , e c o n o m ic  g ro w th  a n d  p o l it ic a l  in s t it u t io n s .  
T h e y  a n a ly s e  t h e  ro le  o f p o l it ic a l  a c c o u n t a b il it y ,  a s a  d e t e r m in a n t  o f c o r r u p t io n  a n d  
e c o n o m ic  g ro w th , b y  d e v e lo p in g  a  p o l it ic a l  e c o n o m y  m o d e l a n d  b y  id e n t if y in g  tw o
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g o v e rn a n c e  re g im e s , t h a t  a re  d e fin e d  b y  t h e  q u a l it y  o f p o l it ic a l  in s t it u t io n s .  A id t ,  
D u t t a  a n d  S e n a  (2 0 0 8 ) f in d  t h a t  t h e  r e la t io n s h ip  b e tw e e n  c o r r u p t io n  a n d  g ro w th  
is  re g im e  s p e c if ic . I n  a  re g im e  w it h  h ig h  q u a l it y  p o l it ic a l  in s t it u t io n s ,  c o r r u p t io n  
h a s  a  n e g a t iv e  im p a c t  o n  g ro w th . T h e y  t r e a t  c o r r u p t io n  a n d  g ro w th  a s  e n d o g e n o u s  
v a r ia b le s  a n d  e s t im a t e  a  n o n lin e a r  g ro w th  m o d e l. A id t ,  D u t t a  a n d  S e n a  (2 0 0 8 )  
a rg u e  t h a t  p o l it ic a l  in s t it u t io n s  d o  n o t  h a v e  a n  im p a c t  o n  e c o n o m ic  g ro w th  d ir e c t ly ,  
h o w e v e r th e r e  is  a n  in d ir e c t  im p a c t  t h r o u g h  t h e  re g im e  c h o ic e .
6.2.2 Corruption and Foreign Aid
M o s t  o f t h e  e m p ir ic a l  r e s e a r c h  o n  c o r r u p t io n  is  fo c u s e d  m a in ly  o n  it s  e ffects o n  
e c o n o m ic  g ro w th  a n d  th e r e  a re  few  s t u d ie s  a t t e m p t in g  to  a d d r e s s  t h e  l in k  b e tw e e n  
fo re ig n  a id  a n d  c o r r u p t io n . O n e  o f  t h e m  is  d o n e  b y  A le s in a  a n d  W e d e r  ( 2002).
A le s in a  a n d  W e d e r  (2 0 0 2 )  a d d r e s s  t h e  effect o f c o r r u p t io n  o n  t h e  a m o u n t  of  
fo re ig n  a id  r e c e iv e d  b y  a  g o v e rn m e n t. T h e y  a s k  th r e e  q u e s tio n s : f ir s t , d o  le ss  c o r r u p t  
g o v e r n m e n ts  re c e iv e  m o r e  a id  o r  d e b t  r e lie f ?  S e c o n d , d o  v a r io u s  d o n o rs  d iffe r in  
t h e ir  w ill in g n e s s  to  d is c r im in a t e  a g a in s t  c o r r u p t  g o v e r n m e n ts ?  T h i r d ,  d o e s fo re ig n  
a id  r e d u c e  o r fo ste r c o r r u p t io n ?  O v e r a l l,  A le s in a  a n d  W e d e r  (2 0 0 2 )  f in d  t h a t  th e s e  
q u e s t io n  a re  d if f ic u lt  to  a n s w e r a s d a t a  is  s c a rc e .
T h e  e m p ir ic a l  f in d in g s  fo r t h e  p e r io d  1 9 7 5 - 1 9 9 4  su g g e st  t h a t  th e r e  is  n o  e v id e n c e  
t h a t  b i la t e r a l  o r m u lt i la t e r a l  a id  g o e s d is p r o p o r t io n a t e ly  to  le ss  c o r r u p t  g o v e rn m e n ts  
( A le s in a  a n d  W e d e r , 20 0 2 ). A ls o ,  t h e y  d o  n o t  f in d  a n y  e v id e n c e  t h a t  d e b t  r e lie f  
p r o g r a m s  h a v e  b e e n  d ir e c t e d  to  le ss  c o r r u p t  c o u n tr ie s . T h e  a n s w e r to  t h e  s e c o n d  
q u e s t io n  is  d e p e n d e n t  o n  t h e  d o n o r  c o u n t r y . A le s in a  a n d  W e d e r  (2 0 0 2 )  f in d  t h a t  
S c a n d in a v ia n  c o u n t r ie s  a n d  A u s t r a l ia  p r o v id e  m o r e  a id  to  le ss  c o r r u p t  c o u n tr ie s ,  
h o w e v e r t h e  U n it e d  S t a t e s  f a v o u r  m o r e  d e m o c r a c ie s  a n d  p a y  le s s  a t t e n t io n  to  th e  
p r e v a le n c e  o f c o r r u p t io n . T h e  r e a s o n  w h y  S c a n d in a v ia n  d o n o rs  a n d  A u s t r a l ia  c a n  
d is c r im in a t e  is  t h a t  th e s e  c o u n t r ie s  d id  n o t  h a v e  c o lo n ie s  a n d  a re  free  fro m  p o l it ic a l  
p r e s s u r e s . T o  a n s w e r t h e  la s t  q u e s t io n , A le s in a  a n d  W e d e r  (2 0 0 2 )  su g g e s t  t h a t ,  
b a s e d  o n  th e  t e n t a t iv e  e v id e n c e , a n  in c r e a s e  in  a id  le a d s  to  t h e  in c r e a s e  in  t h e  le v e l
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o f c o r r u p t io n . T h i s  f in d in g  is  c o n s is t e n t  w it h  th e  in d ic a t io n  o f a  ‘v o r a c it y  e ffe c t’ o f  
f o r e ig n  a id .
A le s in a  a n d  W e d e r  ( 2002) u s e  s e v e n  in d ic a t o r s  o f c o r r u p t io n  fro m  s ix  d iffe re n t  
s o u r c e s  a n d  a ll  th e s e  in d ic e s  a re  c o d e d  in  a  w a y  t h a t  a  h ig h e r  n u m b e r  re fle c ts  le ss  c o r­
r u p t io n .  T h e y  f in d , t h a t  th e  c o r r e la t io n  c o e ff ic ie n t is  r e la t iv e ly  h ig h , w h ic h  im p lie s  
t h a t  t h e  e s t im a t e s  o f c o r r u p t io n  a re  v e r y  s im ila r  in  s p ite  o f t h e  f a c t  t h a t  t h e y  a re  
c o m p ile d  b y  d iffe re n t in s t it u t io n s  u s in g  v a r io u s  e x p e r ts  a n d  s u r v e y  m e th o d o lo g ie s .
A n o t h e r  s t u d y  e x a m in in g  t h e  effect o f  c o r r u p t io n  o n  t h e  e ffe c tiv e n e ss  o f  fo r­
e ig n  a id  w a s  d o n e  b y  S v e n s s o n  ( 2 0 0 0 ) . S v e n s s o n  (2 0 0 0 ) u se s  c o r r u p t io n  a s a  p r o x y  
fo r r e n t -s e e k in g  a n d  sh o w s t h a t  fo r e ig n  a id  a n d  w in d f a lls  in c r e a s e  r e n t -s e e k in g  ‘in  
c o u n t r ie s  m o r e  l ik e ly  to  su ffer fro m  p o w e r fu l c o m p e t in g  s o c ia l  g r o u p s ’ , s in c e  th e s e  
g r o u p s  c a n  e ith e r  d ir e c t ly  a p p r o p r ia t e  a id  re v e n u e s  o r ‘m a n ip u la t e  t h e  p o l it ic a l  s y s ­
t e m  to  im p le m e n t  f a v o u r a b le  tr a n s f e r s , r e g u la t io n s  a n d  o th e r  r e d is t r ib u t iv e  p o l ic ie s ’ . 
S v e n s s o n  (2 0 0 0 ) f in d s  a  p o s it iv e  r e la t io n s h ip  b e tw e e n  a id  a n d  c o r r u p t io n  in  e t h n i­
c a l ly  f ra g m e n te d  c o u n t r ie s  f e a t u r in g  c o m p e t in g  s o c ia l  g ro u p s .
M y  c o n t r ib u t io n  is  tw o fo ld . I  h a v e  u s e d  t h e  n e o c la s s ic a l g ro w th  m o d e l, s im ila r  to  
t h e  m o d e l b y  B u r n s id e  a n d  D o lla r  ( 2 0 0 0 ) , h o w e v e r I  h a v e  m e rg e d  it  w it h  t h e  in c lu s io n  
o f a  c o r r u p t io n  v a r ia b le . A ls o ,  I  h a v e  e x te n d e d  t h e  d a t a s e t ,  in  o th e r  w o rd s  c o v e re d  
a  lo n g e r  t im e  s p a n , a n d  a p p lie d  d iffe re n t m e th o d o lo g ie s  to  c h e c k  t h e  r o b u s t n e s s  o f  
t h e  r e s u lts . A s  m e n t io n e d  b e fo re , t h e  o v e r a ll  c o n c lu s io n s  o f t h e  p r e v io u s  s t u d ie s  
d iffe re d  s ig n if ic a n t ly .  S o m e  s t u d ie s  r e a c h  in c o n c lu s iv e  r e s u lts , w h ile  o th e r s  f in d  t h a t  
a id  h a s  a  p o s it iv e  im p a c t  o n  g ro w th  in  d e v e lo p in g  c o u n tr ie s , b u t  o n ly  u n d e r  c e r t a in  
c o n d it io n s  fo r t h e  r e c ip ie n t  c o u n t r y , a s i t  w a s  d is c u s s e d  in  t h e  l it e r a t u r e  re v ie w . T h e  
m a in  l im it a t io n  o f m o s t  p r e v io u s  s t u d ie s  is  t h e  a v a i la b il i t y  a n d  m e a s u r e m e n t  o f t h e  
c o r r u p t io n  v a r ia b le .
T h e  e m p ir ic a l  a n a ly s is  o f t h is  c h a p t e r  a t t e m p t s  to  a n sw e r th e  q u e s t io n : w h a t  is  
t h e  effect o f a id  o n  g ro w th  in  d e v e lo p in g  c o u n t r ie s  w h e n  w e c o n t r o l fo r c o r r u p t io n  
le v e ls ?  A  n e o c la s s ic a l g ro w th  m o d e l c a n  b e  a  g o o d  s t a r t in g  p o in t  t o  e x a m in e  th e  
r e la t io n s h ip  b e tw e e n  fo re ig n  a id  a n d  c o r r u p t io n .
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T h e  r e s u lts  su g g e s t  t h a t ,  in  m o s t  c a s e s, fo r e ig n  a id  h a s  a  n e g a t iv e  effect o n  
g ro w th . T h i s  o u tc o m e  c a n  b e  d u e  to  s e v e r a l fa c to r s , w h ic h  w il l  b e  e x p lo r e d  la t e r  
in  t h e  c h a p te r . O n e  o f t h e  p o s s ib le  re a s o n s  is  t h a t  c o u n tr ie s  w it h  lo w  g ro w th  r a te s  
t e n d  to  re c e iv e  m o r e  a id  t h a n  t h e  re s t  o f  t h e  a id  r e c e iv in g  c o u n t r ie s  a n d  t h e  s e c o n d  
r e a s o n  is  t h a t  th e r e  s h o u ld  b e  a  d is t in c t io n  b e tw e e n  d iffe re n t t y p e s  o f  fo r e ig n  a id .  
In c lu s io n  o f t h e  c o r r u p t io n  v a r ia b le  h a s  b e e n  fo u n d  to  b e  s ig n if ic a n t . T h e  d e g re e  o f  
c o r r u p t io n  h a s  a  d ir e c t  im p a c t  o n  t h e  c o u n t r y ’s g ro w th . T h e  r e s u lt s  a re  r o b u s t  to  
a  v a r ie t y  o f s p e c if ic a t io n s . C o u n t r ie s  w it h  lo w  le v e ls  o f c o r r u p t io n  t e n d  to  p e r fo r m  
b e t t e r  t h a n  c o u n t r ie s  w it h  h ig h e r  le v e ls  o f c o r r u p t io n .
6.3 D ata  sources
T h e  d a t a  is  c o lle c t e d  fro m  t h e  W o r ld  D e v e lo p m e n t  In d ic a t o r s  ( W D I )  d a t a b a s e  a n d  
fro m  t h e  u p d a t e d  e d it io n  o f th e  P e n n  W o r ld  T a b le s  ( P W T )  b y  S u m m e r s  a n d  H e s t o n  
( 1 9 9 1 ) .  T h e  d a t a  o n  c o r r u p t io n  is  fro m  T r a n s p a r e n c y  In t e r n a t io n a l  ( T I )  G lo b a l  
C o r r u p t io n  B a r o m e t e r . T h e  T I  G lo b a l  C o r r u p t io n  B a r o m e t e r  is  a  w o r ld w id e  p u b lic  
o p in io n  s u r v e y  c o n d u c t e d  fo r T I  b y  G a l l u p  In t e r n a t io n a l  a n d  it  c o v e rs  6 9  h ig h ,  
m id d le , a n d  lo w -in c o m e  c o u n t r ie s  w it h  a  t o t a l  n u m b e r  o f r e s p o n d e n ts  o f a r o u n d  
5 4  t h o u s a n d . H o w e v e r , t h e  e s t im a t e s  o f c o r r u p t io n  a re  v e r y  d if f ic u lt  to  o b t a in  a n d  
q u a n t if y . A s  a  r e s u lt ,  t h e  e s t im a t e s  a re  b a s e d  o n  th e  p e r c e p tio n s  a n d  o p in io n s . T h e  
B a r o m e t e r  a s k s  t h e  o p in io n s  a n d  e x p e r ie n c e s  o f t h e  p u b lic  a r o u n d  t h e  w o r ld  w it h  
r e g a r d  t o  c o r r u p t io n  in  t h e ir  c o u n t r y  a n d  it s  effect o n  t h e ir  c o u n t r y ’s e c o n o m ic  a n d  
p o l it ic a l  e n v ir o n m e n t . T h u s ,  t h is  m e a s u r e  fo c u s e s  o n  th e  g e n e r a l p u b l ic ’s o u t lo o k ,  
b u t  a t  t h e  s a m e  t im e  t h e  B a r o m e t e r  e s t im a t e s  th e  C o r r u p t io n  P e r c e p t io n s  In d e x  
a n d  B r ib e  P a y e r s  In d e x  b a s e d  o n  t h e  o p in io n s  o f e x p e r ts  a n d  b u s in e s s  le a d e r s .
T h i s  s u r v e y  d e fin e s  c o r r u p t io n  a s  t h e  a b u s e  o f e n tr u s t e d  p o w e r ( b y  a  p u b l ic  o ff ic ia l  
o r a  b u s in e s s  p e r s o n )  o r p r iv a t e  g a in  ( m a t e r ia l  g a in  o r o th e r  b e n e f its ) . T h e  s u r v e y  
c o n s is t s  o f a  se t o f f iv e  q u e s t io n s  a n d  t r ie s  to  id e n t if y  w h a t  s e c to rs  o f  t h e  e c o n o m y  
a re  m o s t  a ffe cte d  b y  c o r r u p t io n . T h e  h ig h e s t  r a t in g s  re fle c t t h e  le a s t  c o r r u p t io n  
p r e v a le n c e , w h ile  t h e  lo w  g r a d e  in d ic a t e s  h ig h  le v e ls  o f c o r r u p t io n . I n  o th e r  w o rd s,
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c o r r u p t io n  v a r ia b le  is  m e a s u r e d  o n  a  s c a le  o f o n e  to  t e n , w h ic h  im p lie s  t h a t  t h e  
la r g e r  t h e  c o e ff ic ie n t  (c lo s e r  to  t e n ) , t h e  le a s t  c o r r u p t  t h e  c o u n t r y  is . A ls o ,  t h e  
c lo s e r  c o e ff ic ie n t is  to  o n e , th e  m o re  c o r r u p t io n  p r e v a ils  in  t h e  c o u n tr y .
T h e  B a r o m e t e r  is  th e re fo re  o n e  o f  t h e  t o o ls  to  m e a s u r e  g lo b a l c o r r u p t io n . I t  
sh o w s r e s u lts  o n  fr e q u e n c y  o f b r ib e s , h o w  t h e y  o c c u r  a n d  t h e ir  im p lie d  c o sts . B y  
lo o k in g  a t  t h e  o b t a in e d  d a t a ,  th e r e  is  a  t e n d e n c y  to  le a n  to w a r d s  t h e  c o n c lu s io n  t h a t  
th e  le v e l o f  e c o n o m ic  d e v e lo p m e n t  a n d  in c o m e  g ro u p  p la y  a  s ig n if ic a n t  ro le . T h i s  
c a n  b e  se e n  f ro m  T a b le  6 . 1  a n d  f ro m  F ig u r e  6 . 1 ,  F ig u r e  6 .2  a n d  T a b le  6 .2 .
T o  s u m m a r is e , t h e  c o r r u p t io n  v a r ia b le  is  p r o x ie d  b y  a n  in d e x  b a s e d  o n  a  s u r v e y  
a n d  it  is  th e re fo re  m e a s u r e d  w it h  e r ro r , w h ic h  m a y  le a d  to  p o t e n t ia l  b ia s e s .
H o w e v e r , th e r e  a re  so m e  l im it a t io n s  t o  t h e  c o r r u p t io n  d a t a  u s e d  in  t h is  c h a p te r .  
F ir s t ly ,  th e  c o r r u p t io n  p e r c e p t io n  in d e x  is  o n ly  a v a ila b le  for f iv e  y e a r s . S e c o n d ly , th e  
c o r r u p t io n  v a r ia b le  is  b a s e d  o n  a  s u r v e y  o f  p e r c e p t io n s  o f p e o p le , so  it s  s u b je c t iv it y  
m a y  n o t  b e  a s a c c u r a t e  a s  n u m e r ic a l  e s t im a t io n s .
D u e  to  d a t a  u n a v a ila b il it y ,  s o m e  d e v e lo p in g  a n d  a id  r e c e iv in g  c o u n t r ie s  h a d  to  
b e  e x c lu d e d  fro m  t h e  l is t .  A s  a  r e s u lt ,  t h e  t o t a l  s a m p le  o f c o u n t r ie s  is  r e d u c e d  to  5 2  
a n d  c o v e rs  t h e  p e r io d  fro m  1 9 6 6  to  2 0 0 3 . T h e  f u ll  l is t  o f c o u n t r ie s  u s e d  is  a v a ila b le  
in  T a b le  6 . 1 .  A l l  c o u n t r ie s  t h a t  a re  in c lu d e d  in  th e  s a m p le  a re  d e v e lo p in g  c o u n t r ie s  
a n d  a id  r e c ip ie n t  c o u n tr ie s . T h e  s a m p le  c o n s is t s  o f lo w  a n d  m id d le  in c o m e  c o u n tr ie s .  
A ls o ,  t h is  t a b le  ( T a b le  6 . 1 )  sh o w  t h e  c o r r u p t io n  in d e x , G D P  g ro w th  p e r  c a p it a  a n d  
fo r e ig n  a id  fo r e a c h  c o u n tr y .
I n  o rd e r  to  c o m p a r e  a c r o s s  re g io n s , T a b le  6 .2  w a s c r e a te d . T h i s  t a b le  sh o w s  
in c lu d e d  c o u n t r ie s  t h a t  a re  d iv id e d  b y  re g io n . F r o m  T a b le  6 .2 ,  it  c a n  b e  se e n  t h a t  
t h e  h ig h e s t  le v e ls  o f c o r r u p t io n , o n  a v e ra g e , a re  in  S u b -S a h a r a n  A f r ic a  a n d  t h e  lo w e st  
le v e ls  o f c o r r u p t io n , o n  a v e ra g e , a re  in  A s i a  a n d  M id d l e -E a s t 1 . A t  t h e  s a m e  t im e ,  
c o u n t r ie s , t h a t  h a v e  th e  h ig h e s t  le v e ls  o f  c o r r u p t io n , h a v e  t h e  lo w e st G D P  g ro w th  
p e r  c a p it a ,  h o w e v e r a t  t h e  s a m e  t im e  th e s e  c o u n t r ie s  re c e iv e  m o r e  a id . O v e r a ll,  a s  
c a n  b e  se e n  fro m  th e  t a b le s , t h a t  t h e  p o o r  c o u n t r ie s  h a v e  h ig h e r  le v e ls  o f  c o r r u p t io n
1 Observations are made for countries that had been used for my estimations.
t h a n  m o r e  d e v e lo p e d  c o u n tr ie s .
T a b le  6 . 1 :  L i s t  o f  c o u n tr ie s : 1 9 6 6  -  2 0 0 3
C o u n t r y C o r r u p t io n G D P  G r o w t h A i d
A lg e r ia 2 .7 1 .4 2 0 .9 7
A r g e n t in a 2 .9 0.6 0 .0 7
B a r b a d o s 7 . 1 2 .3 9 0 .8 2
B e n in 3 .0 5 0 .4 9 . 1 1
B o l i v ia 2 .2 5 0 .0 7 6 .5 1
B r a z i l 3 .9 7 2 .4 2 0 . 1 7
C a m e r o o n 2 .0 5 1 .0 4 4 .4 5
C h i le 7 .4 3 2 .7 3 0 .3 7
C h i n a 3 .4 6 .9 0 .2 3
C o lo m b ia 3 .7 8 1 .8 3 0 .6 7
C o n g o , R e p . 2 .2 7 1 . 1 9 7 .4 6
C o s t a  R i c a 4 .3 8 2 .0 9 2 . 1 7
D o m in ic a n  R e p u b lic 3 .2 3 3 .2 7 1 . 7 1
E c u a d o r 2 .3 1 .2 9 1 .2 9
E g y p t 3 .4 3 2 .8 7 5 .9
E l  S a lv a d o r 3 .7 3 0 .3 9 3 .9 5
G a m b ia 2 .6 7 0 .5 6 1 9 . 1 4
G h a n a 3 .5 3 0 .0 9 6 .6 1
G u a t e m a la 2 .5 8 1 .2 4 1 . 4 1
H o n d u r a s 2 .5 8 0 .7 6 6 .5 2
H o n g  K o n g 8 .1 4 .6 4 0 .0 3
I n d i a 2 .7 8 2 .7 3 0 .9 4
In d o n e s ia 1 .9 8 4 . 1 1 1 . 7 9
Is r a e l 7 .0 5 2 .3 7 2 .8 7
J a m a i c a 3 .8 0 .6 5 2 .9 2
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K e n y a 1 .9 8 1 .3 4 6 .0 5
L e s o t h o 3 .4 3 .6 6 11 .6 6
M a la w i 2 .9 3 0 .9 3 1 8 .2 9
M a la y s ia 5 .0 5 4 .0 1 0 .5 1
M e x ic o 3 .6 1 . 7 2 0 .0 9
N e p a l 3 . 1 5 1 . 3 7 7 . 1
N ic a r a g u a 2 .5 3 - 1 .2 1 3 .4 2
N ig e r 2 .3 - 1 . 8 3 1 2 . 1 5
P a k is t a n 2 .3 8 2 .3 3 . 1 8
P a n a m a 3 .4 1 .6 7 1 .2
P a r a g u a y 1.8 1 .4 5 1.86
P e r u 3 .8 3 0 .4 2 1 . 0 7
P h il ip p in e s 2 .6 3 1 . 1 9 1 .3 9
R w a n d a 3 . 1 1 .4 1 7 . 1 4
S e n e g a l 3 . 1 -0 .0 4 1 0 . 1 9
S in g a p o r e 9 .3 3 5 .8 5 0 .2 4
S o u t h  A f r ic a 4 .6 3 0 .4 6 0 .1
S r i  L a n k a 3 .4 3 3 .2 5 .3 3
S y r ia 3 .4 2 .1 9 4 .2
T h a i l a n d 3 .2 3 4 .7 3 0 .7 8
T r in id a d  a n d  T o b a g o 4 .9 3 1.68 0 .3 2
T u n is i a 4 .9 8 3 .0 4 3 .4 5
T u r k e y 3 .3 5 1 .9 3 0 .4 2
U r u g u a y 5 .4 0 .9 6 0 .4 3
V e n e z u e la 2 .5 - 1.0 2 0 .0 8
Z a m b ia 2 .5 8 - 1 . 5 2 1 3 . 5 5
Z im b a b w e 2 .6 3 0 .2 3 2 .7 6
Notes: Data: World Bank’s World Development Indicators, the Penn World Tables, Transparency 
International Global Corruption Barometer. Aid - Aid as % of GNI, GDP growth per capita.
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F ig u r e  6 . 1 :  G r o w t h  a n d  c o r r u p t io n
F ig u r e  6 . 1  a n d  F ig u r e  6 .2  p r o v id e  s c a t t e r  p lo t s  o f p e r  c a p it a  G D P  g ro w th  a n d  
c o r r u p t io n  in d e x  v e r s u s  a id  v a r ia b le  fo r t h e  g ro u p  o f c o u n t r ie s  u s e d  in  t h e  s a m p le .  
O n e  o f t h e  fe a tu re s  o f t h e  g r a p h s , is  t h a t  t h e r e  is  a n  a s s o c ia t io n  b e tw e e n  c o r r u p t io n  
a n d  a id , a s  w e ll a s  b e tw e e n  G D P  p e r  c a p it a  g ro w th  a n d  c o r r u p t io n . I t  a p p e a r s ,  
a lb e it  v e r y  s lig h t ly , t h a t  m o r e  c o r r u p t  c o u n t r ie s  a c t u a l ly  r e c e iv e d  h ig h e r  a m o u n t  o f  
a id . S e e  F ig u r e  6 .2 . T h e r e  is  c le a r e r  a s s o c ia t io n  b e tw e e n  G D P  g ro w th  p e r  c a p it a  a n d  
c o r r u p t io n . F r o m  F ig u r e  6 . 1 ,  it  c a n  b e  se e n  t h a t  m o r e  c o r r u p t  c o u n t r ie s  e x p e r ie n c e  
lo w e r g ro w th  r a te s .
6.4 M odel and E conom etric E stim ation
6.4.1 Model
T h e  e m p ir ic a l  a n a ly s is  o f t h is  c h a p t e r ,  a s  it  w a s  m e n t io n e d  a b o v e , a t t e m p t s  to  a n sw e r  
t h e  q u e s tio n : w h a t  is  t h e  effect o f a id  o n  g ro w th  in  d e v e lo p in g  c o u n t r ie s  w h e n  w e  
c o n t r o l for c o r r u p t io n  le v e ls ?
T o  a n sw e r t h is  q u e s t io n , w e s t a r t  w it h  t h e  s t a n d a r d  B u r n s id e  a n d  D o lla r  (2 0 0 0 )  
ty p e  e s t im a t io n . T h e  fo llo w in g  e q u a t io n  is  e s t im a t e d
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Aid
F ig u r e  6 .2 : A i d  a n d  c o r r u p t io n
9it ~  a i (3a A n  +  P i f t  +  PpPit +  £it ( 6 - 1 )
w h e re : gu is  p e r  c a p it a  r e a l G D P  g ro w th , A it a re  a id  re c e ip ts  r e la t iv e  to  G D P ,  Iit 
is  in v e s t m e n t  in  G D P ,  Pa is  p o p u la t io n  g ro w th , a* a re  c o u n t r y  s p e c if ic  f ix e d  effects  
( in  o rd e r  to  c a p t u r e  th e  im p a c t  o f w o r ld w id e  c y c le s )  a n d  £u is  a n  e r r o r  te rm .
T h e  a b o v e  e q u a t io n  is  d e r iv e d  fro m  t h e  n e o c la s s ic a l g ro w th  m o d e l. S e v e r a l e a r ­
l ie r  s t u d ie s , a s  I  h a v e  d is c u s s e d  in  t h e  ‘L it e r a t u r e  R e v ie w ’ , h a v e  m e a s u r e d  t h e  effect  
o f a id  o n  g ro w th  in  d e v e lo p in g  c o u n t r ie s  (fo r e x a m p le  L e v y ,  1 9 8 7 ;  B u r n s id e  a n d  
D o lla r ,  2 0 0 0 ). H o w e v e r, t h e  m a in  c o r r u p t io n  v a r ia b le  w a s n o t  in c lu d e d . T h e  o v e r a ll  
c o n c lu s io n s  o f  th e  p r e v io u s  s t u d ie s  d iffe r s ig n if ic a n t ly .  S o m e  s t u d ie s  r e a c h  in c o n c lu ­
s iv e  r e s u lts , w h ile  o th e r s  f in d  t h a t  a id  h a s  a  p o s it iv e  im p a c t  o n  g ro w th  in  d e v e lo p in g  
c o u n t r ie s , b u t  o n ly  u n d e r  c e r t a in  c o n d it io n s  o f t h e  r e c ip ie n t  c o u n t r y , a s d is c u s s e d  in  
t h e  l it e r a t u r e  re v ie w .
T h e  r e s u lts  o f t h e  a b o v e  e q u a t io n  ( E q u a t io n  6 . 1 )  c a n  b e  fo u n d  in  T a b le  6 .3 .  
T h e  e s t im a t io n  o f t h e  E q u a t io n  6 . 1  is  d o n e  in  o rd e r to  see t h e  e s t im a t e d  r e s u lts  
w it h o u t  t h e  in c lu s io n  o f  t h e  c o r r u p t io n  v a r ia b le . T a b le  6 .3  sh o w s t h a t  a l l  v a r ia b le s
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T a b le  6 .3 : C o u n t r y ’s p e r f o r m a n c e  is  a v e ra g e d  o v e r f iv e -y e a r  p e r io d s  ( c o r r u p t io n  
v a r ia b le  is  e x c lu d e d )
( 1 ) ( 2 )
S a m p le 1 - 9 1 - 9
C r o s s  s e c t io n s 5 2 5 2
O b s e r v a t io n s 3 9 9 3 9 9
C 1 .3 7 * * 1 .7 * *
(0 .4 2 ) (0 .4 3 )
A i d - 0 . 1 3 * * - 0 .1 4 * *
(0 .0 4 ) (0 .0 4 )
A i d ( - l ) 0 . 1 2 ** 0 .1 4 * *
(0 .0 4 ) (0 .0 4 )
I n v - G D P 0 . 1 ** 0 .0 9 * *
(0 .0 2 ) (0 .0 1 )
P o p . g ro w th -0 .4 2 * * -0 .5 4 * *
( 0 .1 5 ) ( 0 .1 6 )
F ix e d -e f f e c t s
R -s q u a r e d 0 .1 6
X
0 .2 3
The dependent variable is the annual growth rate of real GDP per capita. Standard errors are in 
parentheses. (**) Indicates significance at the 5% level.
h a v e  a n  e x p e c te d  s ig n s  a n d  s ig n if ic a n c e . P o p u la t io n  g ro w th  h a s  n e g a t iv e  effect o n  
t h e  d e p e n d e n t  v a r ia b le , a s  w e ll a s  f o r e ig n  a id . H o w e v e r, la g g e d  a id  v a r ia b le  h a s  a  
p o s it iv e  s ig n , w h ic h  im p lie s  t h a t  fo re ig n  a id  m ig h t  h a v e  a n  effect o n  g ro w th  w it h  a  
la g . In v e s t m e n t  h a s  a  p o s it iv e  effect o n  g ro w th , a s it  is  e x p e c te d .
S e c o n d ly , t h e  fo llo w in g  e q u a t io n  in c lu d e s  t h e  c o r r u p t io n  v a r ia b le
9it — OLi +  Pa A it +  P lh t  +  PcCit +  PpPit +  £it (6 .2)
w h e re : ga is  p e r  c a p it a  r e a l G D P  g ro w th , Ait a re  a id  r e c e ip ts  r e la t iv e  to  G D P ,  la  
is  in v e s t m e n t  in  G D P ,  C it is  c o r r u p t io n  v a r ia b le ,  Pa is  p o p u la t io n  g ro w th , ct* a re  
c o u n t r y  s p e c if ic  f ix e d  effects ( in  o r d e r  to  c a p t u r e  t h e  im p a c t  o f  w o rld w id e  c y c le s )  
a n d  Bn is  a n  e rro r te rm .
E q u a t io n  6 .2  is  e s t im a t e d  w it h  t h e  L e a s t  S q u a r e s  D u m m y  V a r ia b le  ( L S D V )  p r o ­
c e d u r e  ( a c c o r d in g  to  Is la m  ( 1 9 9 5 ) ,  L S D V  is  a  c o n s is t e n t  e s t im a t o r , a s  i t  w a s  d if f ic u lt
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to  f in d  re le v a n t  in s t r u m e n t s  to  b e  e s t im a t e d  o t h e r w is e ) . I t  is  in te r e s t in g  to  n o te  t h a t  
w h e n  t h e  c o r r u p t io n  v a r ia b le  is  in t r o d u c e d  in to  t h e  re g re s s io n  (a s  c a n  b e  se e n  fro m  
T a b le  6 .3  a n d  T a b le  6 .5 ) ,  n o t  m a n y  c h a n g e s  c a n  b e  o b s e rv e d . A l l  t h e  v a r ia b le s  a re  
s ig n if ic a n t  a n d  v e r y  c lo s e  in  t h e ir  m a g n it u d e  a n d  v a lu e s .
T h e  s t r a t e g y  to  a c h ie v e  t h e  id e n t if ic a t io n  o f t h e  g ro w th  e q u a t io n  is  b u i ld  u p o n  
p r e v io u s  g ro w th  l it e r a t u r e . P r e v io u s  e m p ir ic a l  w o rk  su g g e s ts  t h a t  o th e r  v a r ia b le s  
s h o u ld  b e  in c lu d e d  in to  t h e  e q u a t io n  o n  g ro w th ; h o w e v e r, s o m e  o f  t h e  e x o g e n o u s  
v a r ia b le s  h a v e  b e e n  e x c lu d e d , s u c h  a s h u m a n  c a p it a l  v a r ia b le  a n d  t h e  le v e l o f  t e c h ­
n o lo g y  d u e  to  in s ig n if ic a n c e . I n  t h e  p o o l re g r e s s io n , a  t r e n d  is  in c lu d e d  in  o rd e r to  
a c c o u n t  fo r a l l  t h e  e x c lu d e d  v a r ia b le s .
T h e  O r d in a r y  L e a s t  S q u a r e s  p r o c e d u r e  is  p re fe rre d  o ve r t h e  G e n e r a lis e d  M e t h o d  
o f M o m e n ts  ( G M M )  p r o c e d u r e  d u e  to  d if f ic u lt ie s  in  o b t a in in g  v a l id  in s t r u m e n t s  for 
t h is  p r o b le m , a s  m e n t io n e d  a b o v e . F e w  e m p ir ic a l  s t u d ie s  in  t h is  a r e a  o f r e s e a r c h  
t r ie d  to  e s t im a t e  t h e  d y n a m ic  p a n e l u s in g  G M M ,  b u t  a p p e a r  to  su ffe r fro m  s e r io u s  
w e a k  in s t r u m e n t  p r o b le m s  (fo r e x a m p le  B o n d , H o e ffle r a n d  T e m p le ,  2 0 0 1 ) .  T h i s  
c o n s t r a in t  is  o n e  o f t h e  l im it a t io n s  o f t h e  c u r r e n t  c h a p te r .
A n o t h e r  l im it a t io n  is  t h a t  t h e  e m p ir ic a l  a n a ly s is  is  c o n s t r a in e d  b y  t h e  a v a i la b il ­
i t y  o f d a t a .  I n  o rd e r  to  e x p lo re  a ll  t h e  in f o r m a t io n  c o n t a in e d  b y  t h e  d a t a s e t ,  t h e  
fo llo w in g  s t r a t e g y  is  e m p lo y e d . F i r s t ,  a  s m a ll  p a n e l u s in g  a  r e d u c e d  t im e  s p a n  o f  
o n ly  fo u r y e a r s  fro m  2 0 0 1  to  2 0 0 4  h a s  b e e n  e s t im a t e d . S e c o n d , t h e  c ro ss  s e c t io n  
e s t im a t e s  a re  o b t a in e d  fro m  t h is  p a n e i a v e ra g e s . T h i r d ,  t h e  e q u a t io n  is  e s t im a t e d  
fro m  a  p a n e l a c r o s s  n in e  f iv e -y e a r  p e r io d s  (t h e  o b s e r v a t io n  fo r e a c h  v a r ia b le  fo r e a c h  
c o u n t r y  is  a v e ra g e d  o v e r a  f iv e -y e a r  p e r io d  u s in g  2 0 0 4 ’s v a lu e  fo r t h e  c o r r u p t io n  
in d e x ) .  F o r t h ,  a  p a n e l o f  5 2  c o u n t r ie s  fro m  1 9 6 6  to  2 0 0 3  is  a p p lie d  to  t h e  g ro w th  
e q u a t io n , a g a in  u s in g  2 0 0 4  a s a  v a lu e  for c o r r u p t io n .
T h e  s t r a t e g y  h e re  is  t o  p r e s e n t  t h e  r e s u lt s  b y  u s in g  d iffe re n t m e th o d o lo g ie s  a n d  
a sse ss  w h e th e r  o r n o t  t h e y  c h a n g e  s ig n if ic a n t ly .  T h e  m a in  fo c u s  is  o n  t h e  s ig n if ic a n c e  
o f a id  a n d  c o r r u p t io n  v a r ia b le s .
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6.4.2 Results
E q u a t io n  6 .3  is  a  v a r ia t io n  o f E q u a t io n  6 .2 . H e r e , a  g e n e r a l-t o -s p e c if ic  m e th o d o lo g y  
w a s  e m p lo y e d , s t a r t in g  w it h  th r e e  la g s  a n d  e lim in a t in g  in s ig n if ic a n t  c o e ffic ie n ts .
m m
git =  0>i +  Pgk9i , t - k  +  P a A ^ - I c  +
k= 0 k= 0
m  m
P l h t - k  +  J ] ]  P c C i}t - k  +
k=0 k=0
m
PpPi,t-k +  A n T  +  Pt T 2 +  £u (6 -3 )
k=0
w h e re  g is  th e  g ro w th  r a t e  o f  r e a l G D P  p e r  c a p it a ,  H  d e n o te s  a id , I  s t a n d s  fo r  
in v e s t m e n t , C  fo r c o r r u p t io n  a n d  P  fo r p o p u la t io n  g ro w th ; T  is  a  t im e  t r e n d  a n d  
m  is  t h e  m a x im u m  n u m b e r  o f  la g s . D e p e n d in g  o n  th e  s ig n if ic a n c e  o f t h e  e s t im a t e d  
c o e ffic ie n t o f t h e  la g , v a r ia b le s  h a v e  0 , 1 ,  2  o r 3  la g s.
T a b le  6 .4  re p o r ts  r e s u lts  fo r a  s m a ll  p a n e l fro m  2 0 0 1  to  2 0 0 4  a s  w e ll a s  r e s u lts  
o f c r o s s -s e c t io n  e s t im a te s . A  s m a ll  p a n e l o f ju s t  fo u r y e a r s  is  e s t im a t e d  in  o rd e r  to  
d e te r m in e  t h e  d ir e c t io n  a n d  s ig n if ic a n c e  o f  c o r r u p t io n . G iv e n  t h a t  t h e  c o r r u p t io n  
c o e ffic ie n t  is  o n ly  a v a ila b le  for f iv e  y e a r s , I  h a v e  a s s u m e d  t h a t  t h e  a v e ra g e  w il l  n o t  
c h a n g e  s ig n if ic a n t ly  fro m  y e a r  to  y e a r .
C o lu m n  ( 1 ) r e p o r t s  r e s u lts  fro m  a  ‘d y n a m ic ’ p a n e l, w h e re  t h e  la g g e d  d e p e n d e n t  
v a r ia b le  is  in c lu d e d  in  t h e  r ig h t  h a n d  s id e . T h i s  t u r n s  o u t  to  b e  p o s it iv e  a n d  s ig ­
n if ic a n t . T h i s  is  n o t  s u r p r is in g , a s  o n e  w o u ld  e x p e c t  t h a t  g ro w th  r a te s  p e r s is t  to  
so m e  e x te n t . L a g g e d  in v e s t m e n t  a ls o  a ffe cts  t h e  c u r r e n t  g ro w th  r a t e , e v e n  t h o u g h  
t h e  s e c o n d  la g  se e m s to  h a v e  a  c o u n t e r in t u it iv e  effect. T h e  p o p u la t io n  g ro w th  r a t e  
is  n e g a t iv e ly  a s s o c ia te d  w it h  th e  d e p e n d e n t  v a r ia b le . C r o s s  s e c t io n a l r e s u lts  b a s e d  
o n  a v e ra g e  v a lu e s  fo r th e  p e r io d  b e tw e e n  2 0 0 1  a n d  2 0 0 4  a re  p r e s e n te d  in  c o lu m n  
( 2 ) . I n  t h is  e s t im a t io n  I  h a v e  in c lu d e d  a n  in t e r a c t io n  t e r m  o f c o r r u p t io n  a n d  a id  
( v a r ia b le  ‘A id * C o r r u p t i o n ’). T h e  p u r p o s e  o f t h is  t e r m  is  to  o b s e rv e  t h e  c o m b in e d  
effect o f th e s e  tw o  v a r ia b le s  o n  t h e  d e p e n d e n t  v a r ia b le . T h e  in t e r a c t io n  t e r m  h a s  
t h e  e x p e c te d  s ig n  b u t  is  n o t  s ig n if ic a n t .  I n  f a c t ,  a l l  e s t im a t e d  c o e ffic ie n ts  h e re  a re
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T a b le  6 .4 : E s t im a t io n  r e s u lt s  for c r o s s -s e c t io n  a n d  s m a ll  p a n e l
( i ) (2 ) (3 ) (4 )
S m a l l  p a n e l A v e r a g e C r o s s -s e c t io n  a t C r o s s -s e c t io n
2 0 0 1 -2 0 0 4 2 0 0 1 -2 0 0 4 2 0 0 4 1 9 6 6 -2 0 0 4
C r o s s  s e c t io n s 5 1 5 1 5 2 5 1
O b s e r v a t io n s 10 2 5 0 4 8 5 1
C 3 .2 0 * * 2 .1 9 * 3 .8 0 * * 0 .2 4
( 1 .3 4 ) ( 1 . 1 4 ) ( 1 .8) (0 .6 2 )
G D P G R - C ( - l ) 0 .2 8 * * - - -
(0 .0 8 )
A i d - 0.01 - 0 .2 3 -0 .0 4 -0 .3 6 *
(0 .0 5 ) (0 .2 8 ) (0 .0 7 ) ( 0 .1 9 )
I n v - G D P - 0 .12 0.01 0 .0 6 * *
(0 . 1 1 ) ( 0 .1 4 ) (0 .0 3 )
I n v - G D P ( - l ) 0 .3 3 * * - - -
( 0 .1 7 )
I n v - G D P ( -2 ) -0 .2 9 * * - - -
( 0 . 1 5 )
P o p . g ro w th -0 .9 7 * - 0 . 5 1 -0 .7 5 -
(0 .5 ) (0 .4 4 ) (0 .68)
C o r r u p t io n 0 .2 5 -0 .0 5 0 .4 0 0 .2 1
(0 .2 4 ) ( 0 .2 3 ) (0 .3 8 ) ( 0 .1 5 )
A id * C o r r u p t io n - 0 .0 9 - 0 .1
( 0 . 1 ) (0 .0 6 )
F ix e d -e f f e c t s X
R -s q u a r e d 0 .2 7 0 .10 0 .12 0 .4 1
The dependent variable is the annual growth rate of real GDP per capita. Standard errors are in
parentheses. (**) Indicates significance at the 5% level and (*) at the 10% level.
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T a b le  6 .5 : C o u n t r y ’s p e r fo r m a n c e  is a v e ra g e d  o v e r f iv e -y e a r p e r io d s
( 1 ) (2 ) (3 )
S a m p le 1 - 9 1 - 9 1 - 9
C r o s s  s e c t io n s 5 2 5 2 5 2
O b s e r v a t io n s 3 9 9 3 9 9 408
C 0 .3 7 0 .6 7 0 .3
(0 .5 6 ) ( 0 .5 7 ) (0 .5 6 )
A i d - 0 . 1 2 ** - 0 .1 3 * * -0 .0 3
(0 .0 4 ) (0 .0 4 ) (0 .0 2)
A i d ( - l ) 0 . 1 1 * * 0 .1 4 * * -
(0 .0 4 ) (0 .0 4 )
I n v - G D P 0 .0 8 * * 0 .0 7 * * 0 .0 8 * *
(0 .02 ) (0 .0 1 ) (0 .0 2 )
P o p . g ro w th -0 .3 * -0 .4 1 * * - 0.22
( 0 .1 5 ) ( 0 .1 6 ) ( 0 .1 5 )
C o r r u p t io n 0 .2 5 * * 0 .2 5 * * 0 .2 6 * *
(0 .0 9 ) (0 .0 9 ) (0 .0 9 )
F ix e d -e f f e c t s X
R -s q u a r e d 0 . 1 7 0 .2 4 0 .1 6
The dependent variable is the annual growth rate of real GDP per capita. Standard errors are in 
parentheses. (**) Indicates significance at the 5% level and (*) at the 10% level.
in s ig n if ic a n t . C o lu m n  (3 )  p r e s e n ts  c ro s s  s e c t io n a l r e s u lts  u s in g  2 0 0 4  d a t a . A g a in ,  
c o e ffic ie n ts  h a v e  th e  e x p e c te d  s ig n , b u t  t h e y  a re  n o t  s ig n if ic a n t 2 . F i n a l ly ,  c o lu m n  (4)  
sh o w s t h e  r e s u lts  o f th e  c ro ss  s e c t io n  e s t im a t io n s  u s in g  th e  c ro s s  s e c t io n a l a v e ra g e s  
o v e r t h e  p e r io d  1 9 9 6 -2 0 0 4 . A g a in ,  t h e  v a r ia b le s  h a v e  th e  e x p e c te d  s ig n , b u t  m o s t  o f  
t h e m  h a v e  l it t le  s t a t is t ic a l  s ig n if ic a n c e .
M o s t  o f th e  e m p ir ic a l  s t u d ie s  o n  g ro w th  b a s e  e s t im a t io n s  o n  t h e  a v e ra g e  v a lu e s  
o v e r s p e c if ie d  p e r io d  o f t im e  (fo r e x a m p le  M a n k iw , R o m e r  a n d  W e il ,  1 9 9 2 ;  a n d  
B u r n s id e  a n d  D o lla r ,  2 0 0 0  b a s e  e s t im a t io n s  o n  t h e  a v e ra g e s  o f f o u r -y e a r  p e r io d s ) . I  
h a v e  e s t im a t e d  E q u a t io n  6 .3  b y  a p p ly in g  t h e  s a m e  p r o c e d u r e , in  o th e r  w o rd s , I  u se  
a v e ra g e  v a lu e s  o v e r f iv e -y e a r  p e r io d s . T h i s  a llo w s  to  in c lu d e  m o r e  e s t im a t io n s . T h e  
r e s u lts  o b t a in e d  a re  s u m m a r is e d  in  T a b le  6 .5 . R e s u lt s  in  c o lu m n  ( 1 ) d o  n o t  in c lu d e
2In subsequent regressions, a different picture emerges with respect to the statistical significance 
of the right hand side variables.
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f ix e d  effects. T h e  s a m e  re g r e s s io n  is  e s t im a t e d  w it h  f ix e d  effects -  see c o lu m n  ( 2 ) .  
T h e r e  is  n o  s ig n if ic a n t  d iffe re n c e , b u t  t h e  m o d e l h a s  a  s l ig h t ly  b e t t e r  f it . C o lu m n  (3 )  
sh o w s t h e  r e s u lts  fo r a  f ix e d  e ffe cts p a n e l re g r e s s io n  w it h o u t  th e  la g g e d  a id  v a r ia b le .  
A s  t h e  la g  o f t h e  a id  v a r ia b le  is  s ig n if ic a n t  a n d  p o s it iv e  (see  c o lu m n s  ( 1 ) a n d  (2 ) ) ,  
t h e  r e s u lts  w it h o u t  it  c h a n g e  q u it e  a  b it  (see  c o lu m n  ( 3 ) ) .  G e n e r a lly ,  t h e  in c lu s io n  
o f t h is  la g  is  im p o r t a n t ,  a s a id  n e e d s  t im e  to  sh o w  a n  effect o n  G D P .
A s  a  f in a l e x e rc is e , I  h a v e  e s t im a t e d  t h e  g ro w th  e q u a t io n  u s in g  t h e  e n tir e  d a t a s e t ,  
a  p a n e l o f 5 2  c o u n t r ie s  fro m  1 9 6 6  to  2 0 0 3 . T a b le  6.6 p r e s e n ts  t h e  r e s u lts  o f th e s e  
re g r e s s io n s . C o lu m n  ( 1 ) sh o w s t h e  r e s u lt s  w h e n  f ix e d  e ffe cts a re  in c lu d e d ; a n d  
c o lu m n  ( 2 ) sh o w s t h e  p o o le d  r e s u lts . T h e  r e s u lts  o f p o o le d  v s . f ix e d  e ffects in  
T a b le  6.6  su g g e st  t h a t  f ix e d  effects a re  a p p r o p r ia te . R e s u lt s  sh o w  t h a t  F  t e s t  is  
2 .6 2 3  a n d  t h e  p -v a lu e  is  0.0000 a n d  fo r C h i -s q u a r e  is  8 9 .2 1 2  w it h  t h e  p -v a lu e  is
0 .0 0 0 0 . H o w e v e r , H a u s m a n  te s t  in d ic a t e s  t h a t  r a n d o m  effects c a n  b e  a p p lie d  -  C h i -  
S q . S t a t is t ic s  is  8 .7 3 4  a n d  th e  p -v a lu e  is  0 .5 5 8 . W i t h  or w it h o u t  f ix e d  e ffe cts, a l l  th e  
v a r ia b le s  h a v e  t h e  e x p e c te d  s ig n  a n d  a re  s t a t is t ic a l ly  s ig n if ic a n t . T h e  c o e ff ic ie n t  o n  
c o r r u p t io n  is  a r o u n d  0 . 1 4  a n d  h a s  a  p o s it iv e  s ig n , w h ic h  im p lie s  t h a t  t h e  le ss  c o r r u p t  
th e  c o u n t r y , is  th e  h ig h e r  th e  G D P  g ro w th  p e r  c a p it a .  T h e  a id  v a r ia b le  c o e ffic ie n t  
is  n e g a t iv e  im p ly in g  t h a t  a id  d o e s  n o t  h a v e  a n  im m e d ia t e  p o s it iv e  effect o n  g ro w th  
a n d  n e e d s  t im e  to  w o rk  -  e v e n  t h o u g h  th e r e  is  n o  d e f in it iv e  c o n c lu s io n  t h a t  it  d o e s.  
T h e  o th e r  c o n tr o ls  sh o w  t h a t  g ro w th  r a te s  a re  p e r s is te n t ; p o p u la t io n  g ro w th  a n d  
G D P  p e r  c a p it a  g ro w th  m o v e  in  o p p o s ite  d ir e c t io n s ; a n d  in v e s t m e n t  s ig n if ic a n t ly  
a ffe cts  g ro w th , e v e n  t h o u g h  t h e  s ig n s  o f t h e  la g s  c o m p lic a t e  t h e  p ic t u r e  a s  to  th e  
e x a c t  r e la t io n s h ip .
M o re o v e r, I  w a n t  to  c o m m e n t  o n  t h e  lo n g  r u n  m u lt ip l ie r  fo r a id . In d e e d , th e  
e s t im a t e d  e ffects a re  z e ro , t h u s  im p ly in g  t h a t  th e  lo n g  r u n  effect o f fo re ig n  a id  is  
n u ll.
T h e  w o rk  p r e s e n te d  in  t h is  c h a p t e r  sh o w s t h a t  c h a n g e s  in  th e  s a m p le  s iz e  a n d  
m e th o d o lo g y  c a n  m a k e  a  d iffe re n c e  in  t h e  o b t a in e d  r e s u lts . T a b le  6 .4  sh o w s ‘s m a ll  
p a n e l’ a n d  c ro s s  s e c t io n a l r e s u lts ,  T a b le  6 .5  sh o w s 5 -y e a r  a v e ra g e  p a n e l r e s u lts  a n d
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T a b le  6 .6 : P a n e l  a n d  p o o l
P a n e l  w it h  F i x e d  effects P a n e l P o o l
S a m p le 1 9 6 6 -2 0 0 3 1 9 6 6 -2 0 0 3 1 9 6 6 -2 0 0 3
C r o s s  s e c t io n s 5 2 5 2 5 2
O b s e r v a t io n s 1 8 1 5 1 8 1 5 1 8 1 5
C 0 .7 4 * 0 .5 7 2 .5 5 * *
(0 .4 2 ) (0 .4 2 ) ( 0 .6 1 )
G D P G R - C ( - l ) 0 .1 7 * * 0 .1 8 * * 0 .1 5 * *
( 0 .0 2 ) (0 .0 2 ) (0 .0 3 )
G D P G R - C ( - 3 ) 0 . 1 ** 0 . 1 ** 0 .1 **
( 0 .0 2 ) (0 .0 2 ) (0 .0 3 )
A id - 0 . 3 1 * * - 0 .3 1 * * -0 .3 3 * *
(0 .0 3 ) ( 0 .0 3 ) (0 .0 4 )
A i d ( - l ) 0 .3 9 * * 0 .4 * 0 .3 5 * *
(0 .0 3 ) (0 .0 3 ) (0 .0 4 )
A i d ( - 2 ) -0 .0 7 * * -0 .0 9 * * -
I n v - G D P
( 0 .0 3 )
0 .4 6 * *
(0 .0 3 )
0 .4 8 * * 0 .4 8 * *
(0 .0 4 ) (0 .0 4 ) (0 .0 4 )
I n v - G D P ( - l ) -0 .2 8 * * - 0 .3 1 * * -0 .3 * *
(0 .0 5 ) (0 .0 5 ) (0 .0 6 )
I n v - G D P  ( -2 ) - 0 . 1 2 * * - 0 . 1 1 * * - 0 . 1 1 * *
(0 .0 4 ) (0 .0 4 ) (0 .0 4 )
P o p . g ro w th -0 .3 8 * * - 0 .3 1 * * -0 .4 5 * *
( 0 .1 1 ) (0 .1 1 ) ( 0 .1 4 )
C o r r u p t io n 0 .1 4 * 0 . 1 3 * 0 .1 4 * *
(0 .0 7 ) (0 .0 7 ) (0 .0 7 )
F ix e d -e f f e c t s
T r e n d
T r e n d 2
R -s q u a r e d
X
0 .2 8 0 .2 5
- 0 . 1 7 * *
(0 .0 5 )
0 .0 0 3 * *
( 0 .0 0 1)
0 .2 5
The dependent variable is the annual growth rate of real GDP per capita. Standard errors are in 
parentheses. (**) Indicates significance at the 5% level and (*) at the 10% level.
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T a b le  6 .6  sh o w s p o o le d  a n d  f ix e d  e ffe cts r e s u lts  for th e  e n t ir e  s a m p le . T h e  c ro ss  
s e c t io n a l r e s u lts  d id  n o t  sh o w  a n y  s ig n if ic a n t  effect o f c o r r u p t io n , w h e r e a s  t h e  f u ll  
u t i l is a t io n  o f t h e  d a t a s e t  d e liv e r s  a  v e r y  d iffe re n t r e s u lt , n a m e ly  t h a t  c o r r u p t io n  
re d u c e s  g ro w th  ra te s . A  v a r ia b le  t h a t  c o m e s  u p  w it h  r e la t iv e  c o n s is t e n c y  a c r o s s  
d iffe re n t e s t im a t io n s  is  t h e  p o p u la t io n  g r o w th  r a te . A i d  a p p e a r s  to  h a v e  a  p o s it iv e  
a n d  s t a t is t ic a l ly  s ig n if ic a n t  e ffe ct w h e n  it  is  la g g e d  b y  o n e  y e a r . C o n c u r r e n t  v a lu e s  
e it h e r  h a v e  a  n e g a t iv e  effect o r a re  in s ig n if ic a n t .  A  b r ie f  s u m m a r y  o f  th e s e  f in d in g s  
fo llo w s.
6.5 Conclusion
T h i s  c h a p te r  e x a m in e s  t h e  in t e r a c t io n s  b e tw e e n  fo re ig n  a id , c o r r u p t io n  a n d  g ro w th . 
T h e  m a in  q u e s t io n  o f t h is  c h a p t e r  is  to  f in d  t h e  effect o f a id  a n d  c o r r u p t io n  o n  g ro w th  
in  d e v e lo p in g  c o u n t r ie s . B a s e d  o n  t h e  e s t im a t io n s  o b t a in e d  a b o v e , t h e  h y p o th e s is  
t h a t  a id  h a s  a  p o s it iv e  c o r r e la t io n  w it h  g ro w th  is  r e je c te d . H o w e v e r , th e  la g g e d  
a id  v a r ia b le  is  p o s it iv e  a n d  s ig n if ic a n t .  T h e  r e s u lts  sh o w  t h a t  a id  h a s  n o  im m e d ia t e  
im p a c t  o n  g ro w th , w h ic h  is  c o n s is t e n t  w it h  s o m e  p r e v io u s  e m p ir ic a l  f in d in g s  b y  o th e r  
a u t h o r s . H o w e v e r , t h e  h y p o t h e s is  t h a t  c o r r u p t io n  h a s  a n  im p a c t  o n  g ro w th  in  lo w  
in c o m e  c o u n t r ie s  is  n o t  r e je c te d . C o u n t r ie s  w it h  h ig h e r  le v e ls  o f  c o r r u p t io n  h a v e  
lo w e r g ro w th  r a te s . T h e  f in d in g s  a re  r o b u s t  w h e n  th e  e x te n d e d  d a t a s e t  is  u s e d  a n d  
is  s t a t is t ic a l ly  s ig n if ic a n t . E v e n  w it h  t h e  r e s t r ic t e d  s a m p le , t h e  n u m e r ic a l  v a lu e s  o f  
t h e  c o e ff ic ie n ts  d o  n o t  c h a n g e  s ig n if ic a n t ly .
T h e  effect o f c o r r u p t io n  o n  g ro w th  is , to  so m e  e x te n t, in t u it iv e .  C o u n t r ie s  w it h  
h ig h e r  le v e l o f c o r r u p t io n  t e n d  t o  g ro w  a t  slo w e r ra te s  t h a n  le ss  c o r r u p t  e c o n o m ie s  
a n d  a id  c a n  f a c il it a t e  e c o n o m ic  g ro w th  in  c o u n t r ie s  w h e re  a id  c a n  b e  u s e d  e ffic ie n tly .  
T h e  fa c t  t h a t  t h e r e  a re  d iffe re n t t y p e s  o f a id  c a n  n o t  b e  d is r e g a r d e d , b u t  a id  w h ic h  
is  a im e d  a t  d e v e lo p m e n t  w il l  b e  m o r e  e ffe c tiv e  in  c o u n t r ie s  w h e re  c o r r u p t io n  le v e ls  
a re  low er.
O n e  o f t h e  p o s s ib le  l im it a t io n  o f t h e  w o rk  p r e s e n te d  h e re  c o u ld  b e  p o t e n t ia l  
e n d o g e n e ity . A c c o r d in g  to  t h e  p r e v io u s ly  r e p o r t e d  r e s u lts  c o r r u p t io n  le a d s  to  lo w er
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g ro w th  ra te s , b u t  it  is  p o s s ib le  t h a t  t h e  c a u s a l  effect m a y  r u n  in  t h e  o p p o s ite  d ir e c t io n
i.e .,  lo w er g ro w th  r a te s  c a u s in g  c o r r u p t io n . T h i s  is  a  w e ll-e s t a b lis h e d  is s u e  in  th e  
r e le v a n t  l it e r a t u r e  b u t ,  u n f o r t u n a t e ly , e v e n  t h o u g h  th e  s o lu t io n  is  r a t h e r  o b v io u s  
( e s t im a t in g  th e  g ro w th  m o d e ls  u s in g  in s t r u m e n t a l  v a r ia b le s )  t h e  im p le m e n t a t io n  is  
c o m p lic a t e d  b y  th e  la c k  o f s u it a b le  in s t r u m e n t s .
CHAPTER 7
Conclusion
T h i s  th e s is  in v e s t ig a te s  s e v e r a l a s p e c ts  o f  fo r e ig n  a id  in  r e la t io n  to  g ro w th  a n d  d e ­
v e lo p m e n t. T h e  e m p ir ic a l  a n d  t h e o r e t ic a l  l it e r a t u r e  o n  t h e  r e la t io n s h ip  b e tw e e n  
fo re ig n  a id  a n d  it s  effect o n  d e v e lo p m e n t  in  p o o r  c o u n tr ie s  h a s  d e v e lo p e d  s ig n if i­
c a n t ly  d u r in g  th e  p a s t  few  d e c a d e s . S in c e  t h e  e n d  o f W o r ld  W a r  I I ,  t h e  in te r e s t  to  
h e lp  a n d  d e c r e a s e  p o v e r t y  in  d e v e lo p in g  c o u n t r ie s  h a s  b e c o m e  o n e  o f t h e  o b je c t iv e s  
o f d e v e lo p e d  n a t io n s . L e a d e r s  a n d  p o lic y m a k e r s  o f d e v e lo p e d  n a t io n s  r e a lis e d  t h a t  
w id e s p r e a d  p o v e r t y  r e q u ir e s  a t t e n t io n  a n d  im m e d ia t e  a c t io n  b e fo re  t h in g s  m a y  g et  
w o rse . A f t e r  m a n y  y e a r s  o f  r e s e a r c h , fo r e ig n  a id  is  s t i l l  a  c o m p lic a t e d  a n d  n o t  w e ll  
u n d e r s t o o d  s u b je c t .  T h e  l it e r a t u r e  in  t h is  a r e a  p ro p o se s  s e v e r a l, in  so m e  c a s e s  c o n ­
t r a d ic t o r y  a n d  m ix e d , r e s u lts . D e s p it e  t h e  s t a t e d  g o a ls  a n d  p r o m is e s  o f a u t h o r it ie s  
o f d o n o r  c o u n t r ie s  to  r e d u c e  p o v e r t y  le v e ls , to  in c r e a s e  th e  p r o c e s s  o f  d e v e lo p m e n t  
o f t h e  m o s t  d is a d v a n t a g e d  a re a s  a n d  to  id e n t if y  a  s u it a b le  s tr a te g y , p r o v is io n  a n d  
u t i l is a t io n  o f  fo re ig n  a id  is  a  c h a lle n g in g  t a s k .  T h e r e  a re  m a n y  c o n s id e r a t io n s  t h a t  
m a k e  t h e  im p le m e n t a t io n  p r o c e s s  s lo w  a n d  n o t  a s  e ffe ctiv e  a s  o n e  w o u ld  e x p e c t.
O n e  o f  t h e  p o s s ib i l it ie s  is  to  le a v e  t h in g s  to  r u n  t h e ir  n a t u r a l  c o u rse . H o w e v e r, 
t h is  o p t io n  m a y  n o t  s o lv e  t h e  p r o b le m  e n t ir e ly  a n d  m a y  n o t  p u t  a  s to p  to  t h e  lo n g -
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r u n  d e b a t e  a b o u t  r e d u c in g  g lo b a l p o v e r ty . T h e  se c o n d  p o s s ib i l i t y  is  to  a p p ly  a  
d e d ic a t e d  a p p r o a c h  to  r e d u c in g  p o v e r t y  a n d  to  c r e a t in g  a  f a v o u r a b le  e n v ir o n m e n t  
fo r d o n o r  c o u n t r ie s ’ g o v e r n m e n ts  a n d  a id  r e c e iv in g  c o u n t r ie s  to  im p le m e n t  p o lic ie s  
a n d  t a k e  c o r r e c t  a c t io n s  to  a c h ie v in g  t h e  m a in  g o a ls .
H o w e v e r , a  n a t u r a l  q u e s t io n  a r is e s  a s  to  w h y  a  g o v e rn m e n t o f a  d e v e lo p e d  c o u n t r y  
s h o u ld  p a y  so  m u c h  a t t e n t io n  to  t h e  d e v e lo p in g  w o rld . T h e  a n sw e r to  t h is  q u e s t io n  
is  n o t  s t r a ig h t f o r w a r d . P r o m  o n e  p o in t  o f  v ie w , if  a  d e v e lo p e d  c o u n t r y  p r o v id e s  a  
g r e a t  d e a l o f a s s is ta n c e  a n d  h e lp  to  a  d e v e lo p in g  c o u n t r y  for a  p r o lo n g e d  p e r io d  o f  
t im e , t h e n  t h e  a id  r e c e iv in g  c o u n t r y  w il l  r e ly  to  a  g re a te r  e x te n t  o n  t h e  d o n o r  a n d , a s  
a  r e s u lt ,  w il l  h a v e  l it t le  m o t iv a t io n  to  im p r o v e  a n d  c re a te  a  f a v o u r a b le  e n v ir o n m e n t  
fo r d e v e lo p m e n t. O n  t h e  c o n t r a r y , i f  d e v e lo p e d  c o u n tr ie s  d o  n o t  a s s is t  p o o r  n a t io n s ,  
t h e n  t h e  p o s s ib ilit ie s  a n d  re s o u rc e s  a re  to o  l im it e d  for th e  r e c e iv in g  c o u n t r y  to  ‘l i f t ’ 
it s e lf  o u t  o f p o v e rty . O f  c o u rs e , t h is  o u t c o m e  is  p e r h a p s  m o r e  lo g ic a l a n d  fro m  t h e  
re c e n t  h e a d lin e s  it  p r o v e s  to  b e  m o r e  re le v a n t.
T h i s  t h e s is  a t t e m p t s  to  c o v e r fo r e ig n  a id  fro m  d iffe re n t p e r s p e c t iv e s , fro m  t h e  
d o n o r  p o in t  o f v ie w  a n d  fro m  t h e  s id e  o f t h e  r e c ip ie n t  e c o n o m y . C h a p t e r s  th r e e , fo u r  
a n d  s ix  in v e s t ig a te  t h e  effect o f fo r e ig n  a id  fro m  th e  p o in t  o f  v ie w  o f t h e  r e c e iv in g  
c o u n t r y , w h ile  c h a p te r  f iv e  e x p lo re s  t h e  m a in  in te n t io n s  o f t h e  d o n o r  c o u n tr ie s .
C h a p t e r  th r e e  e x te n d s  a n d  c o n t r ib u t e s  to  t h e  s e m in a l p a p e r  b y  L e v y  ( 1 9 8 7 )  b y  
e x t e n d in g  th e  d a t a s e t  a n d  a p p ly in g  a  p a n e l d a t a  m e th o d o lo g y . T h e  m a in  c o n c lu s io n  
o f t h is  c h a p t e r  is  t h a t  m o s t  o f t h e  o ff ic ia l d e v e lo p m e n t  a s s is t a n c e  is  u s e d  fo r c o n ­
s u m p t io n  in  lo w  in c o m e  c o u n t r ie s  a n d  n o t  fo r in v e s t m e n t . T h e s e  f in d in g s  c o n t r a d ic t  
t h e  r e s u lt s  o b t a in e d  b y  L e v y  ( 1 9 8 7 ) .
C h a p t e r  fo u r d is c u s s e s  t h e  t h e o r e t ic a l  a n d  e m p ir ic a l  r e la t io n s h ip  b e tw e e n  fo re ig n  
a id  a n d  e c o n o m ic  g ro w th  b y  c o n s id e r in g  t h e  p o t e n t ia l  l in k  b e tw e e n  fo re ig n  a id  a n d  
s t r u c t u r a l  t r a n s f o r m a t io n  in  s e c t o r a l p r o d u c t io n  t e r m s , w it h  a n  a c c e n t  o n  c h a n g e s  
in  t h e  a g r ic u lt u r a l  s e c to r. T h e  t h e o r e t ic a l  d is c u s s io n  le a d s  to  t h e  p r e s e n c e  o f ‘D u t c h  
d is e a s e ’ w h e n  a  c o u n t r y  re c e iv e s  fo r e ig n  a id  a n d  in  t u r n  s lo w s d o w n  th e  d e v e lo p ­
m e n t  p r o c e s s . H o w e v e r, th e  e s t im a t e d  r e s u lt s  w ere in c o n c lu s iv e . W h i le  th e r e  a re
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c le a r  s ig n s  o f  s t r u c t u r a l  t r a n s f o r m a t io n  a n d  d e v e lo p m e n t in  th e s e  e c o n o m ie s , in  a c ­
c o r d a n c e  w it h  t h e  th e o r y , t h e  r e s u lt s  fo r t h e  e ffects o f fo re ig n  a id  a re  s m a ll  i n  te r m s  
o f m a g n it u d e  a n d  m ix e d , b o t h  in  te r m s  o f s ig n  a n d  s ig n if ic a n c e .
A s  m e n t io n e d  e a r lie r , t h e  r e a s o n  fo r a id  in e ffe c tiv e n e s s  m a y  b e  t h e  r e s u lt  o f  
a c t io n s  b y  th e  d o n o r  c o u n tr y . C h a p t e r  f iv e  e x a m in e s  w h e th e r  d o n o r  g o v e rn m e n ts  
p r o v id e  fo re ig n  a id  a s  a n  a lt r u is t ic  g e s tu re  o r h a v e  ‘s e lf - in t e r e s t ’ in  m in d . A  t e s t a b le  
im p lic a t io n  o f o u r  m o d e l is  to  f in d  t h e  m a in  d e te r m in a n t  o f d o n o r  b e h a v io r . T h i s  
c h a p te r  d is c u s s e s  t h e  t h e o r e t ic a l  a n d  e m p ir ic a l  is s u e s  o f d o n o r  d e c is io n  m a k in g  w it h  
r e g a r d s  to  fo r e ig n  a id . I n  p a r t ic u la r ,  t h e  m a in  a c c e n t  is  o n  t h e  b i la t e r a l  a id  fro m  
D A C  d o n o rs  to  lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  e c o n o m ie s . I n  a d d it io n ,  fo r  
c o m p a r is o n  p u r p o s e s , c o u n t r ie s  fro m  L a t i n  A m e r ic a  a n d  S u b -S a h a r a n  A f r ic a  w ere  
in c lu d e d  a s  w e ll. T h e  e m p ir ic a l  r e s u lt s  o f t h is  c h a p te r  su g g e s t  t h a t  a lt r u is t ic  m o t iv e s  
d o m in a t e  o v e r ‘s e lf - in t e r e s t ’ o n e s a n d  t h is  is  m o re  c le a r ly  d e m o n s tr a t e d  fro m  t h e  
s a m p le  o f lo w -in c o m e  c o u n t r ie s . A n o t h e r  c o n c lu s io n  o f t h is  c h a p t e r  is  t h a t  d o n o rs  
p r o v id e  m o re  fo re ig n  a id  to  c o u n t r ie s  w h e re  t h e y  h a v e  a  h ig h e r  s h a r e  o f a id  to  o v e r a ll  
a id  r e c e iv e d  b y  a  c o u n tr y . A  ‘r e p u t a t io n  e ffe ct’ h a s  a n  im p a c t  o n  D A C  d o n o r s ’ 
d e c is io n s  a b o u t  a id  a llo c a t io n s .
C h a p t e r  s ix  e x a m in e s  t h e  in t e r a c t io n s  b e tw e e n  fo re ig n  a id , c o r r u p t io n  a n d  g ro w th .  
T h i s  c h a p te r  a t t e m p t s  t o  f in d  w h a t  effect c o r r u p t io n  h a s  o n  lo w -in c o m e  c o u n t r ie s  
t h a t  a re  r e c ip ie n t  o f fo re ig n  a id . W h e n  a ll  t h e  r e s u lts  a re  t a k e n  in to  a c c o u n t , t h e  
m a in  h y p o th e s is , t h a t  a id  h a s  a  p o s it iv e  c o r r e la t io n  w it h  g ro w th , is  re je c te d . T h e  
r e s u lts  su g g e s t  t h a t  fo r e ig n  a id  d o e s n o t  h a v e  a  d ir e c t  im p a c t  o n  g ro w th . H o w e v e r,  
t h is  o u tc o m e  is  c o n s is t e n t  w it h  s e v e r a l p r e v io u s  e m p ir ic a l  f in d in g s  b y  o th e r  s c h o l­
a rs . T h e  se c o n d  h y p o t h e s is  a b o u t  t h e  effect o f  c o r r u p t io n  o n  g ro w th  is  n o t  r e je c te d .  
R e s u lt s  in d ic a t e  t h a t  c o u n t r ie s  w it h  h ig h e r  le v e ls  o f c o r r u p t io n  t e n d  to  h a v e  lo w er  
g ro w th  ra te s . A l l  t h e  r e s u lts  a re  r o b u s t  t o  a  v a r ie t y  o f s p e c if ic a t io n s . C o r r u p t io n  
c a n  b e  o n e  o f t h e  re a s o n s  for a id  in e ffe c tiv e n e s s . T h e  d a t a  s u g g e s ts  t h a t  th e  h ig h e s t  
le v e ls  o f c o r r u p t io n  a re  p r e v a il in g  in  t h e  le a s t  d e v e lo p e d  c o u n t r ie s , w h e re  t h e  r u le  o f  
la w  is  e it h e r  n o n -e x is t e n t  o r n o t  w e ll e s t a b lis h e d . T h e  r e s u lts  c o n f ir m  t h e  t h e o r e t ic a l
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e x p la n a t io n s . F o r e ig n  a id  c a n  b e  a n  e ffe c tiv e  s o u r c e  to w a r d s  g e n e r a t in g  d e v e lo p m e n t  
in  p o o r  c o u n t r ie s , h o w e v e r c o r r u p t io n , a s  o n e  o f t h e  im p e d in g  fa c to r s , p r e v e n ts  it  
fro m  a c h ie v in g  t h e  d e s ir e d  r e s u lt . H o w e v e r , th e r e  a re  v a r io u s  t y p e s  o f a id ,  t h a t  a re  
p r o v id e d  fo r d iffe re n t p u r p o s e s , a n d  t h is  a s p e c t  c a n  n o t  b e  ig n o r e d . F o r e ig n  a id  t h a t  
is  p r o v id e d  for d e v e lo p m e n t  p u r p o s e s  w il l  b e  m o r e  e ffe ctiv e  in  c o u n t r ie s  w it h  m o r e  
e ffe c tiv e  r u le s  o f la w .
O v e r a l l  th e r e  is  a  c o m p lic a t e d  a n d  n o t  y e t  w e ll u n d e r s to o d  r e la t io n s h ip  b e tw e e n  
fo r e ig n  a id  a n d  g ro w th . T h e  l it e r a t u r e  u p  to  n o w  h a s  p r o d u c e d  m ix e d  a n d  in  so m e  
ca s e s  in c o n c lu s iv e  r e s u lts . T h i s  t h e s is  a t t e m p t s  to  c o n t r ib u t e  to  t h e  e x is t in g  e m ­
p ir ic a l  l it e r a t u r e  o n  t h e  im p a c t  o f fo r e ig n  a id  to w a r d s  th e  d e v e lo p m e n t o f  p o o r  
c o u n t r ie s . T h e r e  a re  m a n y  a d d it io n a l  q u e s t io n s  t h a t  r e m a in  u n a n s w e r e d  a n d  w ill  
re q u ir e  e x te n s iv e  f u t u r e  re s e a r c h .
O n e  o f t h e  q u e s t io n s  w h ic h  w o u ld  b e  in te r e s t in g  to  e x a m in e  r e la t e s  to  th e  d e c is io n  
m a k in g  o f d o n o r  g o v e rn m e n ts . M o r e  p r e c is e ly , h o w  c a n  d o n o r  c o u n t r ie s  r e ly  o n  th e  
b e h a v io u r  o f  a  r e c ip ie n t  c o u n t r y  t o  a c t  i n  t h e  b e s t  ‘d e v e lo p m e n t m a x im is in g ’ w ay. 
A n o t h e r  p o in t  w o rth  m e n t io n in g  is  t h a t  t h e  e s t im a t io n s  in  t h is  t h e s is  a re  b a s e d  o n  
s t a t ic  p a n e ls . T h u s ,  fo r f u t u r e  r e s e a r c h  it  w o u ld  b e  in te r e s t in g  to  t a k e  in to  a c c o u n t  
th e  f u ll  d y n a m ic s  o f t h e  d a t a .  I  w o u ld  b e  in te r e s t  e d  to  c o n s id e r  g e n e r a liz e d  m e th o d  
o f m o m e n ts  ( G M M )  d y n a m ic  p a n e l d a t a  e s t im a t io n , w h ic h  is  s im ila r  to  A r e lla n o  
a n d  B o n d  ( 1 9 9 1 ) ,  a s  th e r e  a re  p o t e n t ia l  e n d o g e n e ity  p r o b le m s  in  t h is  a n a ly s is .
I n  a d d it io n ,  a m o n g  o th e r  re a s o n s , t h is  t h e s is  is  r u le d  b y  q u ite  a  few  r e s t r ic t io n s ,  
w h ic h  m o s t ly  r e la t e  to  t h e  u n a v a i la b i l i t y  o f d a t a .  T h i s  c r e a te d  a  n a t u r a l  r e s t r ic t io n  
fo r e m p ir ic a l  e s t im a t io n s . I n  p a r t ic u la r ,  t h e  d a t a  fo r lo w -in c o m e  a n d  lo w -m id d le -  
in c o m e  c o u n t r ie s  is  in  so m e  c a s e s  v e r y  p o o r . A s  a  r e s u lt ,  a  lo t  o f c o u n t r ie s  h a d  to  
b e  e x c lu d e d  o r t h e  n u m b e r  o f  y e a r s  u s e d  h a d  to  b e  d e c re a s e d . H o w e v e r , th e s e  t y p e  
o f r e s t r ic t io n s  a re  c o m m o n  to  t h is  t y p e  o f e m p ir ic a l  s tu d ie s .
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A .l  D ata availability by country
A f g h a n is t a n  ( 1 9 6 0 -1 9 7 8 ,  2 0 0 2 )  
B a n g la d e s h  ( 1 9 7 1 -2 0 0 3 )
B h u t a n  ( 1 9 8 0 -2 0 0 2 )
B u r u n d i  ( 1 9 6 0 -2 0 0 3 )
C a m e r o o n  ( 1 9 6 5 -2 0 0 3 )
C h a d  ( 1 9 6 0 - 1 9 7 2 ,  1 9 7 4 - 1 9 7 8 ,  1 9 8 2 -2 0 0 3 )  
C o n g o , D e m . R e p  ( 1 9 6 0 -2 0 0 2 )
C o t e  d ’Iv o ir e  ( 1 9 6 0 -2 0 0 3 )
E r it r e a  ( 1 9 9 3 -2 0 0 3 )
G a m b ia ,  T h e  ( 1 9 6 6 -2 0 0 3 )
G u in e a  ( 1 9 8 6 -2 0 0 3 )
H a i t i  ( 1 9 6 0 -2 0 0 3 )
K e n y a  ( 1 9 6 0 -2 0 0 3 )
K y r g y z  R e p u b lic  ( 1 9 9 2 -2 0 0 3 )
A n g o la  ( 1 9 8 5 -1 9 9 4 ,  1 9 9 6 -2 0 0 3 )
B e n in  ( 1 9 6 0 -2 0 0 3 )
B u r k in a  F a s o  ( 1 9 6 0 -2 0 0 3 )
C a m b o d ia  ( 1 9 6 0 -1 9 7 0 ,  1 9 8 8 -2 0 0 3 )
C e n t r a l  A f r ic a n  R e p u b lic  ( 1 9 6 0 -2 0 0 3 )  
C o m o r o s  ( 1 9 8 0 -2 0 0 3 )
C o n g o , R e p  ( 1 9 6 0 -2 0 0 3 )
E q u a t o r ia l  G u in e a  ( 1 9 7 3 - 1 9 7 7 ,  1 9 9 0 -1 9 9 8 )  
E t h io p i a  ( 1 9 8 1 -2 0 0 3 )
G h a n a  ( 1 9 6 0 -2 0 0 3 )
G u in e a -B i s s a u  ( 1 9 7 0 -2 0 0 3 )
I n d i a  ( 1 9 6 0 -2 0 0 3 )
K o r e a ,  D e m  R e p . (n a )
L a o  P D R  ( 1 9 8 4 -1 9 8 8 ,  1 9 9 5 -2 0 0 3 )
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L e s o t h o  ( 1 9 6 6 -2 0 0 3 ) L ib e r ia  ( 2 0 0 1 -2 0 0 3 )
M a d a g a s c a r  ( 1 9 6 0 -2 0 0 3 ) M a la w i ( 1 9 6 0 -2 0 0 3 )
M a l i  ( 1 9 6 7 -2 0 0 3 ) M a u r it a n ia  ( 1 9 6 0 -2 0 0 3 )
M o ld o v a  ( 1 9 9 2 -2 0 0 3 ) M o n g o lia  ( 1 9 9 3 -2 0 0 3 )
M o z a m b iq u e  ( 1 9 8 0 -2 0 0 3 ) M y a n m a r  ( 1 9 6 0 -2 0 0 0 )
N e p a l ( 1 9 6 5 -2 0 0 3 ) N ic a r a g u a  ( 1 9 6 0 -2 0 0 3 )
N ig e r  ( 1 9 6 0 -2 0 0 3 ) N ig e r ia  ( 1 9 6 0 -2 0 0 3 )
P a k is t a n  ( 1 9 6 7 -2 0 0 3 ) P a p u a  N e w  G u in e a  ( 1 9 6 5 -1 9 9 9 ,  2 0 0 3 )
R w a n d a  ( 1 9 6 0 -2 0 0 3 ) S a o  T o m e  a n d  P r in c ip e  ( 1 9 7 5 -2 0 0 3 )
S e n e g a l ( 1 9 6 0 -2 0 0 3 ) S ie r r a  L e o n e  ( 1 9 8 0 -2 0 0 3 )
S o lo m o n  Is la n d s  ( 1 9 8 0 -1 9 9 0 ) S o m a lia  ( 1 9 6 0 -1 9 9 0 )
S u d a n  ( 1 9 6 0 -1 9 8 7 ,  1 9 9 6 -2 0 0 3 ) T a j i k i s t a n  ( 1 9 9 2 -2 0 0 3 )
T a n z a n i a  ( 1 9 9 0 -2 0 0 3 ) T im o r -L e s t e  ( 1 9 9 9 -2 0 0 1 )
T o g o  ( 1 9 6 0 -2 0 0 3 ) U g a n d a  ( 1 9 6 0 -2 0 0 3 )
U z b e k is t a n  ( 1 9 9 2 -2 0 0 3 ) V ie t n a m  ( 1 9 8 6 -2 0 0 3 )
Y e m e n , R e p . ( 1 9 9 0 -2 0 0 3 ) Z a m b ia  ( 1 9 6 0 -2 0 0 3 )
Z im b a b w e  ( 1 9 6 5 -2 0 0 3 )
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A .2 Low-incom e econom ies
A f g h a n is t a n A n g o la B a n g la d e s h
B e n in B h u t a n B u r k in a  F a s o
B u r u n d i C a m b o d ia C a m e r o o n
C e n t r a l  A f r ic a n  R e p u b lic C h a d C o m o r o s
C o n g o , D e m . R e p C o n g o , R e p . C o t e  d ’Iv o ir e
E q u a t o r ia l  G u in e a E r it r e a E t h io p i a
G a m b ia ,  T h e G h a n a G u in e a
G u in e a -B i s s a u H a i t i I n d i a
K e n y a K o r e a ,  D e m  R e p . K y r g y z  R e p u b lic
L a o  P D R L e s o t h o L ib e r ia
M a d a g a s c a r M a la w i M a l i
M a u r it a n ia M o ld o v a M o n g o lia
M o z a m b iq u e M y a n m a r N e p a l
N ic a r a g u a N ig e r N ig e r ia
P a k is t a n P a p u a  N e w  G u in e a R w a n d a
S a o  T o m e  a n d  P r in c ip e S e n e g a l S ie r r a  L e o n e
S o lo m o n  Is la n d s S o m a lia S u d a n
T a j i k i s t a n T a n z a n i a T i m o r -L e s t e
T o g o U g a n d a U z b e k is t a n
V ie t n a m Y e m e n , R e p . Z a m b ia
Z im b a b w e
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A .3 Country groups 
A .3.1 Group 1 (1960-2003)
B e n in B u r k in a  F a s o B u r u n d i
C e n t r a l  A f r ic a n  R e p u b lic C o n g o , R e p C o t e  d ’Iv o ir e
G h a n a H a i t i I n d i a
K e n y a M a d a g a s c a r M a la w i
M a u r it a n ia N ic a r a g u a N ig e r
N ig e r ia R w a n d a S e n e g a l
T o g o U g a n d a Z a m b ia
A.3.2 Group 2 (1970-2003)
B e n in B u r k in a  F a s o B u r u n d i
C a m e r o o n C e n t r a l  A f r ic a n  R e p u b lic C o n g o , R e p
C o t e  d ’Iv o ir e G a m b ia ,  T h e G h a n a
G u in e a -B i s s a u H a i t i I n d i a
K e n y a L e s o t h o M a d a g a s c a r
M a la w i M a l i M a u r it a n ia
N e p a l N ic a r a g u a N ig e r
N ig e r ia P a k is t a n R w a n d a
S e n e g a l T o g o U g a n d a
Z a m b ia Z im b a b w e
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A.3.3 Excluded countries
A f g h a n is t a n A n g o la C h a d
C o n g o , D e m . R e p E q u a t o r i a l  G u in e a K o r e a ,  D e m . R e p
L a o  P D R L ib e r ia M y a n m a r
S o lo m o n  Is la n d s S o m a lia S u d a n
T i m o r -L e s t e
A.3.4 Group 4 (1986-2003)
B a n g la d e s h B e n in B u r k in a  F a s o
B u r u n d i C a m e r o o n C e n t r a l  A f r ic a n  R e p u b lic
C o m o r o s C o n g o , R e p C o t e  d ’Iv o ir e
E t h io p i a G a m b ia ,  T h e G h a n a
G u in e a G u in e a -B i s s a u H a it i
I n d i a K e n y a L e s o t h o
M a d a g a s c a r M a la w i M a l i
M a u r it a n ia M o z a m b iq u e N e p a l
N ic a r a g u a N ig e r N ig e r ia
P a k is t a n R w a n d a S a o  T o m e  a n d  P r in c ip e
S e n e g a l S ie r r a  L e o n e T o g o
U g a n d a V ie t n a m Z a m b ia
Z im b a b w e
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A.3.5 Group 5 (1993-2003)
B a n g la d e s h B e n in B u r k in a  F a s o
B u r u n d i C a m b o d ia C a m e r o o n
C e n t r a l  A f r ic a n  R e p u b lic C o m o r o s C o n g o , D e m . R e p
C o t e  d ’Iv o ir e E r it r e a E t h io p i a
G a m b ia ,  T h e G h a n a G u in e a
G u in e a -B i s s a u H a i t i I n d i a
K e n y a K y r g y z  R e p u b lic L e s o t h o
M a d a g a s c a r M a la w i M a l i
M a u r it a n ia M o ld o v a M o n g o lia
M o z a m b iq u e N e p a l N ic a r a g u a
N ig e r N ig e r ia P a k is t a n
R w a n d a S a o  T o m e  a n d  P r in c ip e S e n e g a l
S ie r r a  L e o n e T a j i k i s t a n T a n z a n i a
T o g o U g a n d a U z b e k is t a n
V ie t n a m Y e m e n , R e p . Z a m b ia
Z im b a b w e
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B .l  List o f countries
A lg e r ia A r g e n t in a B e n in
B r a z i l B u r k in a  F a s o C h i le
C o lo m b ia C o n g o , D e m . R e p . C o n g o , R e p .
C o s t a  R i c a C o t e  d ’Iv o ir e D o m in ic a n  R e p u b lic
E c u a d o r E g y p t ,  A r a b  R e p . G a b o n
G a m b ia ,  T h e G h a n a G u a t e m a la
G u y a n a H o n d u r a s I n d i a
K e n y a L e s o t h o M a d a g a s c a r
M a la w i M a la y s ia M a u r it a n ia
M e x ic o M o r o c c o N e p a l
N ig e r ia P a r a g u a y P h il ip p in e s
R w a n d a S e n e g a l S ie r r a  L e o n e
S r i  L a n k a S u r in a m e S w a z ila n d
T h a i l a n d T o g o T u n is i a
U g a n d a Z a m b ia
Appendix 176
B.1.1 Latin American and Asian countries
A r g e n t in a
B r a z i l
C h i le
C o lo m b ia
C o s t a  R i c a
M e x ic o
P e r u
V e n e z u e la , ( R B )
In d i a
In d o n e s ia
M a la y s ia
P h il ip p in e s
T h a i l a n d
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B*2 List o f variables
A gricu lture, value added (% o f G D P )
D e f in it io n :  A g r ic u lt u r e  c o r r e s p o n d s  to  I S I C  d iv is io n s  1 - 5  a n d  in c lu d e s  fo re stry ,  
h u n t in g , a n d  f is h in g , a s w e ll a s  c u lt iv a t io n  o f c ro p s  a n d  liv e s t o c k  p r o d u c t io n . V a lu e  
a d d e d  is  t h e  n e t  o u t p u t  o f  a  se c to r  a fte r  a d d in g  u p  a ll  o u t p u t s  a n d  s u b t r a c t in g  
in te r m e d ia t e  in p u t s . I t  is  c a lc u la t e d  w it h o u t  m a k in g  d e d u c t io n s  for d e p r e c ia t io n  o f  
f a b r ic a t e d  a s s e ts  o r d e p le t io n  a n d  d e g r a d a t io n  o f n a t u r a l  re s o u rc e s . T h e  o r ig in  o f  
v a lu e  a d d e d  is  d e te r m in e d  b y  t h e  In t e r n a t io n a l  S t a n d a r d  I n d u s t r ia l  C la s s if ic a t io n  
( I S I C ) ,  r e v is io n  3. S o u rc e : W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  
A c c o u n t s  d a t a  files.
Industry, value added (% o f G D P )
D e f in it io n :  In d u s t r y  c o r r e s p o n d s  to  I S I C  d iv is io n s  1 0 -4 5  a n d  in c lu d e s  m a n u f a c ­
t u r in g  ( I S I C  d iv is io n s  1 5 - 3 7 ) .  I t  c o m p r is e s  v a lu e  a d d e d  in  m in in g , m a n u f a c t u r in g  
(a ls o  r e p o r t e d  a s a  s e p a r a t e  s u b g r o u p ) , c o n s t r u c t io n , e le c tr ic it y ,  w a te r , a n d  g a s. 
V a lu e  a d d e d  is  t h e  n e t  o u t p u t  o f  a  s e c to r  a fte r  a d d in g  u p  a ll  o u t p u t s  a n d  s u b t r a c t ­
in g  in t e r m e d ia t e  in p u t s . I t  is  c a lc u la t e d  w it h o u t  m a k in g  d e d u c t io n s  for d e p r e c ia t io n  
o f f a b r ic a t e d  a s s e ts  or d e p le t io n  a n d  d e g r a d a t io n  o f n a t u r a l  re s o u rc e s . T h e  o r ig in  
o f v a lu e  a d d e d  is  d e te r m in e d  b y  t h e  In t e r n a t io n a l  S t a n d a r d  I n d u s t r ia l  C la s s if ic a t io n  
( I S I C ) ,  r e v is io n  3 . S o u rc e : W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  
A c c o u n t s  d a t a  files.
Services, e tc ., value added (% o f G D P )
D e f in it io n :  S e r v ic e s  c o r r e s p o n d  to  I S I C  d iv is io n s  5 0 -9 9  a n d  t h e y  in c lu d e  v a lu e  
a d d e d  in  w h o le s a le  a n d  r e t a il  t r a d e  ( in c lu d in g  h o te ls  a n d  r e s t a u r a n t s ) ,  t r a n s p o r t ,  
a n d  g o v e rn m e n t, f in a n c ia l,  p r o fe s s io n a l, a n d  p e r s o n a l s e r v ic e s  s u c h  a s  e d u c a t io n ,  
h e a lt h  c a r e , a n d  r e a l e s ta te  s e r v ic e s . A ls o  in c lu d e d  a re  im p u t e d  b a n k  s e r v ic e  c h a rg e s , 
im p o r t  d u t ie s , a n d  a n y  s t a t is t ic a l  d is c r e p a n c ie s  n o te d  b y  n a t io n a l  c o m p ile r s  a s  w e ll  
a s  d is c r e p a n c ie s  a r is in g  fro m  r e s c a lin g . V a lu e  a d d e d  is  th e  n e t  o u t p u t  o f a  s e c to r  
a fte r  a d d in g  u p  a ll  o u t p u t s  a n d  s u b t r a c t in g  in te r m e d ia t e  in p u t s .  I t  is  c a lc u la t e d
Appendix 178
w it h o u t  m a k in g  d e d u c t io n s  fo r d e p r e c ia t io n  o f f a b r ic a t e d  a s s e ts  o r d e p le t io n  a n d  
d e g r a d a t io n  o f n a t u r a l  re s o u rc e s . T h e  in d u s t r ia l  o r ig in  o f v a lu e  a d d e d  is  d e te r m in e d  
b y  t h e  In t e r n a t io n a l  S t a n d a r d  In d u s t r ia l  C la s s if ic a t io n  ( I S I C ) ,  r e v is io n  3 . N o te : F o r  
V A B  c o u n t r ie s , g ro ss  v a lu e  a d d e d  a t  f a c to r  c o s t  is  u s e d  a s t h e  d e n o m in a to r . S o u rc e :  
W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  files.
Official developm ent assistance and official aid (current U S$)
D e f in it io n :  N e t  o ff ic ia l d e v e lo p m e n t  a s s is t a n c e  ( O D A )  c o n s is t s  o f d is b u r s e m e n t s  
o f lo a n s  m a d e  o n  c o n c e s s io n a l t e r m s  (n e t  o f  r e p a y m e n t s  o f p r in c ip a l)  a n d  g r a n t s  b y  
o ff ic ia l a g e n c ie s  o f  t h e  m e m b e r s  o f t h e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C ) ,  
b y  m u lt ila t e r a l  in s t it u t io n s ,  a n d  b y  n o n - D A C  c o u n tr ie s  to  p r o m o te  e c o n o m ic  d e v e l­
o p m e n t a n d  w e lfa re  in  c o u n t r ie s  a n d  t e r r it o r ie s  in  t h e  D A C  lis t  o f O D A  re c ip ie n ts .  
I t  in c lu d e s  lo a n s  w it h  a  g r a n t  e le m e n t  o f  a t  le a s t  2 5  p e r c e n t  ( c a lc u la t e d  a t  a  r a t e  
o f d is c o u n t  o f  1 0  p e r c e n t ) . N e t  o ff ic ia l a id  re fe rs  to  a id  flo w s (n e t  o f  r e p a y m e n t s )  
fro m  o ff ic ia l d o n o rs  to  c o u n t r ie s  a n d  t e r r it o r ie s  in  p a r t  I I  o f t h e  D A C  lis t  o f  re ­
c ip ie n t s : m o r e  a d v a n c e d  c o u n t r ie s  o f C e n t r a l  a n d  E a s t e r n  E u r o p e , t h e  c o u n t r ie s  
o f t h e  fo rm e r S o v ie t  U n io n , a n d  c e r t a in  a d v a n c e d  d e v e lo p in g  c o u n t r ie s  a n d  t e r ­
r it o r ie s . O f f ic ia l  a id  is  p r o v id e d  u n d e r  t e r m s  a n d  c o n d it io n s  s im ila r  to  th o s e  for  
O D A .  P a r t  I I  o f  t h e  D A C  L i s t  w a s  a b o lis h e d  in  2 0 0 5 . T h e  c o lle c t io n  o f d a t a  o n  
o ff ic ia l a id  a n d  o th e r  re s o u rc e  flo w s to  P a r t  I I  c o u n tr ie s  e n d e d  w it h  2 0 0 4  d a t a .  
D a t a  a re  in  c u r r e n t  U .S .  d o lla r s . S o u r c e : D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  o f  
t h e  O r g a n is a t io n  fo r E c o n o m ic  C o -o p e r a t io n  a n d  D e v e lo p m e n t , G e o g r a p h ic a l  D i s ­
t r ib u t io n  o f  F i n a n c ia l  F lo w s  to  A i d  R e c ip ie n t s ,  D e v e lo p m e n t  C o o p e r a t io n  R e p o r t ,  
a n d  In t e r n a t io n a l  D e v e lo p m e n t  S t a t is t ic s  d a t a b a s e . D a t a  a re  a v a ila b le  o n lin e  a t:  
w w w . o e cd . o r g / d a c / s t a t s  /  id s o n lin e .
E xports o f goods and services (% o f G D P )
D e f in it io n :  E x p o r t s  o f  g o o d s  a n d  s e r v ic e s  re p re s e n t th e  v a lu e  o f a ll  g o o d s  a n d  
o th e r  m a r k e t  s e r v ic e s  p r o v id e d  to  t h e  re s t  o f  th e  w o rld . T h e y  in c lu d e  th e  v a lu e  o f  
m e r c h a n d is e , f r e ig h t, in s u r a n c e , t r a n s p o r t ,  t r a v e l,  r o y a lt ie s , lic e n s e  fees, a n d  o th e r  
s e r v ic e s , s u c h  a s c o m m u n ic a t io n ,  c o n s t r u c t io n ,  f in a n c ia l,  in f o r m a t io n , b u s in e s s , p e r ­
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s o n a l, a n d  g o v e rn m e n t s e r v ic e s . T h e y  e x c lu d e  la b o r  a n d  p r o p e r t y  in c o m e  (f o r m e r ly  
c a lle d  f a c to r  s e r v ic e s )  a s  w e ll a s  tr a n s f e r  p a y m e n ts . S o u rc e : W o r ld  B a n k  n a t io n a l  
a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  files.
Im ports of goods and services (% o f G D P )
D e f in it io n :  Im p o r t s  o f g o o d s  a n d  s e r v ic e s  re p re s e n t th e  v a lu e  o f a l l  g o o d s  a n d  
o th e r  m a r k e t  s e r v ic e s  re c e iv e d  f ro m  t h e  re s t  o f th e  w o rld . T h e y  in c lu d e  th e  v a lu e  of  
m e r c h a n d is e , fre ig h t, in s u r a n c e , t r a n s p o r t ,  t r a v e l,  r o y a lt ie s , l ic e n s e  fees, a n d  o th e r  
s e r v ic e s , s u c h  a s  c o m m u n ic a t io n , c o n s t r u c t io n ,  f in a n c ia l,  in f o r m a t io n , b u s in e s s , p e r ­
s o n a l, a n d  g o v e rn m e n t s e r v ic e s . T h e y  e x c lu d e  la b o r  a n d  p r o p e r t y  in c o m e  (f o r m e r ly  
c a lle d  f a c to r  s e r v ic e s )  a s w e ll a s  t r a n s f e r  p a y m e n ts . S o u rc e : W o r ld  B a n k  n a t io n a l  
a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  files.
G D P  per capita (constant 2000 U S$)
D e f in it io n :  G D P  p e r  c a p it a  is  g ro ss  d o m e s t ic  p r o d u c t  d iv id e d  b y  m id y e a r  p o p u la ­
t io n . G D P  is  th e  s u m  o f g ro ss  v a lu e  a d d e d  b y  a ll  re s id e n t  p r o d u c e r s  in  th e  e c o n o m y  
p lu s  a n y  p r o d u c t  t a x e s  a n d  m in u s  a n y  s u b s id ie s  n o t  in c lu d e d  in  t h e  v a lu e  o f th e  
p r o d u c t s .  I t  is  c a lc u la t e d  w it h o u t  m a k in g  d e d u c t io n s  fo r d e p r e c ia t io n  o f f a b r ic a t e d  
a s s e ts  o r fo r d e p le t io n  a n d  d e g r a d a t io n  o f n a t u r a l  re so u rc e s. D a t a  a re  in  c o n s t a n t  
U .S .  d o lla r s .  S o u rc e : W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  
A c c o u n t s  d a t a  files.
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C .l List o f countries 
C.1.1 Low-income economies (49)
A f g h a n is t a n
B a n g la d e s h
B e n in
B u r k in a  F a s o
B u r u n d i
C a m b o d ia
C e n t r a l  A f r ic a n  R e p u b lic
C h a d
C o m o r o s
C o n g o , D e m .R e p
C o t e  d ’Iv o ir e
E r it r e a
E t h io p i a
G a m b ia ,  T h e
G h a n a
G u in e a
G u in e a -B i s s a u
H a i t i
K e n y a
K o r e a ,  D e m  R e p .
K y r g y z  R e p u b lic
L a o  P D R
L ib e r ia
M a d a g a s c a r
M a la w i
M a l i
M a u r it a n ia
M o z a m b iq u e
M y a n m a r
N e p a l
N ig e r
N ig e r ia
P a k is t a n
P a p u a  N e w  G u in e a
R w a n d a
S a o  T o m e  a n d  P r in c ip e
S e n e g a l
S ie r r a  L e o n e
S o lo m o n  Is la n d s
S o m a lia
T a j i k i s t a n
T a n z a n i a
T o g o
U g a n d a
U z b e k is t a n
V ie t n a m
Y e m e n , R e p .
Z a m b ia
Z im b a b w e
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C.1.2 Low-middle-income economies (54)
A l b a n i a G e o r g ia N a m ib ia
A lg e r ia G u a t e m a la N ic a r a g u a
A n g o la G u y a n a P a r a g u a y
A r m e n ia H o n d u r a s P e r u
A z e r b a i ja n I n d i a P h il ip p in e s
B h u t a n In d o n e s ia S a m o a
B o l i v ia I r a n ,  Is la m ic  R e p . S r i  L a n k a
B o s n ia  a n d  H e r z e g o v in a Ir a q S u d a n
C a m e r o o n J o r d a n S w a z ila n d
C a p e  V e r d e K i r i b a t i S y r ia n  A r a b  R e p u b lic
C h i n a L e s o t h o T h a i l a n d
C o lo m b ia M a c e d o n ia , F Y R T i m o r -L e s t e
C o n g o , R e p . M a ld iv e s T o n g a
D j ib o u t i M a r s h a ll  is la n d s T u n is i a
D o m in ic a n  R e p u b lic M ic r o n e s ia , F e d . S t s . T u r k m e n is t a n
E c u a d o r M o ld o v a U k r a in e
E g y p t ,  A r a b  R e p . M o n g o lia V a n u a t u
E l  S a lv a d o r M o r o c c o W e s t  B a n k  a n d  G a z a
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C.1.3 Latin American and the Caribbean 
(developing countries only: 29)
A r g e n t in a E c u a d o r P a n a m a
B e liz e E l  S a lv a d o r P a r a g u a y
B o l i v ia G r e n a d a P e r u
B r a z i l G u a t e m a la S t . K i t t s  a n d  N e v is
C h i le g u y a n a S t . L u c i a
C o lo m b ia H a it i S t . V in c e n t  a n d
t h e  G r e n a d in e s
C o s t a  R i c a H o n d u r a s S u r in a m e
C u b a J a m a i c a U r u g u a y
D o m in ic a M e x ic o V e n e z u e la , R B
D o m in ic a n  R e p u b lic N ic a r a g u a
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C .l .4 Sub-Saharan Africa (47)
A n g o la G a m b ia ,  T h e N ig e r ia
B e n in G h a n a R w a n d a
B o t s w a n a G u in e a S a o  T o m e  a n d  P r in c ip e
B u r k in a  F a s o G u in e a -B i s s a u S e n e g a l
B u r u n d i K e n y a S e y c h e lle s
C a m e r o o n L e s o t h o S ie r r a  L e o n e
C a p e  V e r d e L ib e r ia S o m a lia
C e n t r a l  A f r ic a n  R e p u b lic M a d a g a s c a r S o u t h  A f r ic a
C h a d M a la w i S u d a n
C o m o r o s M a l i S w a z ila n d
C o n g o , D e m . R e p M a u r it a n ia T a n z a n i a
C o n g o , R e p M a u r it iu s T o g o
C o t e  d ’Iv o ir e M a y o t t e U g a n d a
E r it r e a M o z a m b iq u e Z a m b ia
E t h io p i a N a m ib ia Z im b a b w e
G a b o n N ig e r
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C.2 T he D evelopm ent A ssistance C om m ittee
A u s t r a l ia L u x e m b o u r g
A u s t r i a N e t h e r la n d s
B e lg iu m N e w  Z e a la n d
C a n a d a N o r w a y
D e n m a r k P o r t u g a l
F i n l a n d S p a in
F r a n c e S w e d e n
G e r m a n y S w it z e r la n d
G r e e c e U K
Ir e la n d U S A
I t a l y E u r o p e a n  C o m m is s io n
J a p a n
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C.3 List o f variables
Official developm ent assistance and official aid (current U S$)
D e f in it io n :  N e t  o ff ic ia l d e v e lo p m e n t  a s s is t a n c e  ( O D A )  c o n s is t s  o f d is b u r s e m e n t s  
o f lo a n s  m a d e  o n  c o n c e s s io n a l te r m s  (n e t  o f r e p a y m e n t s  o f p r in c ip a l)  a n d  g r a n t s  b y  
o ff ic ia l a g e n c ie s  o f  t h e  m e m b e r s  o f t h e  D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  ( D A C ) , 
b y  m u lt i la t e r a l  in s t it u t io n s ,  a n d  b y  n o n - D A C  c o u n tr ie s  to  p r o m o te  e c o n o m ic  d e v e l­
o p m e n t a n d  w e lfa re  in  c o u n t r ie s  a n d  t e r r it o r ie s  in  th e  D A C  l is t  o f O D A  re c ip ie n ts .
I t  in c lu d e s  lo a n s  w it h  a  g r a n t  e le m e n t o f  a t  le a s t  2 5  p e r c e n t  ( c a lc u la t e d  a t  a  r a t e  
o f d is c o u n t  o f  1 0  p e r c e n t ) . N e t  o ff ic ia l a id  re fe rs to  a id  flo w s (n e t  o f r e p a y m e n ts )  
fro m  o ff ic ia l d o n o rs  to  c o u n t r ie s  a n d  t e r r it o r ie s  in  p a r t  I I  o f  t h e  D A C  lis t  o f re ­
c ip ie n t s : m o r e  a d v a n c e d  c o u n t r ie s  o f C e n t r a l  a n d  E a s t e r n  E u r o p e , t h e  c o u n tr ie s  
o f th e  fo rm e r S o v ie t  U n io n , a n d  c e r t a in  a d v a n c e d  d e v e lo p in g  c o u n t r ie s  a n d  te r ­
r it o r ie s . O f f ic ia l  a id  is  p r o v id e d  u n d e r  t e r m s  a n d  c o n d it io n s  s im ila r  to  th o s e  for  
O D A .  P a r t  I I  o f  t h e  D A C  L i s t  w a s  a b o lis h e d  in  2 0 0 5 . T h e  c o lle c t io n  o f d a t a  o n  
o ff ic ia l a id  a n d  o th e r  re s o u rc e  flo w s to  P a r t  I I  c o u n tr ie s  e n d e d  w it h  2 0 0 4  d a t a .  
D a t a  a re  in  c u r r e n t  U .S .  d o lla r s .  S o u r c e : D e v e lo p m e n t  A s s is t a n c e  C o m m it t e e  o f  
t h e  O r g a n is a t io n  for E c o n o m ic  C o -o p e r a t io n  a n d  D e v e lo p m e n t , G e o g r a p h ic a l  D is ­
t r ib u t io n  o f F i n a n c ia l  F lo w s  to  A i d  R e c ip ie n t s ,  D e v e lo p m e n t  C o o p e r a t io n  R e p o r t ,  
a n d  In t e r n a t io n a l  D e v e lo p m e n t  S t a t is t ic s  d a t a b a s e . D a t a  a re  a v a ila b le  o n lin e  a t:  
w w w . o e c d . or g / d a c / s t  a ts  /  id s o n lin e .
C PI A  property rights and rule-based governance rating (1-low to  6- 
high)
D e f in it io n : P r o p e r t y  r ig h t s  a n d  r u le -b a s e d  g o v e rn a n c e  a sse ss  t h e  e x te n t  to  w h ic h  
p r iv a t e  e c o n o m ic  a c t iv it y  is  f a c il it a t e d  b y  a n  e ffe ctiv e  le g a l s y s te m  a n d  r u le -b a s e d  
g o v e r n a n c e  s t r u c t u r e  in  w h ic h  p r o p e r t y  a n d  c o n t r a c t  r ig h t s  a re  r e l ia b ly  r e s p e c te d  a n d  
e n fo rce d . S o u rc e : W o r ld  B a n k  G r o u p ,  C P I A  d a t a b a s e  (h t t p : / / w w w .w o r ld b a n k .o r g / id a ).
Transparency International C orruption P erceptions Index
T h e  C P I  r a n k s  1 8 0  c o u n t r ie s  b y  t h e ir  p e r c e iv e d  le v e ls  o f c o r r u p t io n , a s  d e te r­
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m in e d  b y  e x p e r t  a s s e s s m e n ts  a n d  o p in io n  s u r v e y s . T h e  C P I  g a t h e r s  d a t a  fro m  
s o u r c e s  t h a t  s p a n  t h e  la s t  tw o  y e a r s  (fo r t h e  C P I  2 0 0 6 , t h is  in c lu d e s  s u r v e y s  fro m  
2 0 0 5  a n d  2 0 0 6 ). A l l  s o u r c e s  p r o v id e  a  r a n k in g  o f c o u n tr ie s , i .e .,  in c lu d e  a n  a s ­
se s s m e n t  o f m u lt ip le  c o u n tr ie s . A l l  s o u r c e s  m e a s u r e  t h e  o v e r a ll e x te n t  o f c o r r u p t io n  
(f r e q u e n c y  a n d / o r  s iz e  o f  b r ib e s )  in  t h e  p u b l ic  a n d  p o l it ic a l  s e c to rs . F o r  C P I  s o u r c e s  
t h a t  a re  s u r v e y s , a n d  w h e re  m u lt ip le  y e a r s  o f  t h e  s a m e  s u r v e y  a re  a v a ila b le , a l l  a n ­
n u a l  d a t a  a re  in c lu d e d  to  p r o v id e  a  s m o o t h in g  effect. F o r  s o u r c e s  t h a t  a re  sco re s  
p r o v id e d  b y  e x p e r ts  ( r is k  a g e n c ie s /c o u n t r y  a n a ly s t s ) ,  o n ly  t h e  m o s t  re c e n t  it e r a t io n  
o f t h e  a s s e s s m e n t is  in c lu d e d , a s  th e s e  sc o re s  a re  g e n e r a lly  p e e r re v ie w e d  a n d  c h a n g e  
v e r y  l it t le  fro m  y e a r  to  y e a r .
E v a lu a t io n  o f  th e  e x te n t  o f c o r r u p t io n  in  c o u n tr ie s  is  d o n e  b y  c o u n t r y  e x p e r ts ,  
n o n  r e s id e n t  a n d  r e s id e n t s  ( in  t h e  C P I  2 0 0 6 , t h is  c o n s is t s  o f  t h e  fo llo w in g  so u rce s :  
C P I A ,  E I U ,  F H ,  M I G ,  U N E C A  a n d  W M R C ) ;  a n d  re s id e n t  b u s in e s s  le a d e r s  e v a lu a t ­
in g  t h e ir  o w n  c o u n t r y  ( in  th e  C P I  2 0 0 6 , t h is  c o n s is t s  o f th e  fo llo w in g  s o u rc e s : I M D ,  
P E R C ,  a n d  W E F ) .
T o  d e te r m in e  t h e  m e a n  v a lu e  fo r a  c o u n t r y , s t a n d a r d is a t io n  is  c a r r ie d  o u t  v i a  a  
m a t c h in g  p e r c e n t ile s  t e c h n iq u e . T h i s  u se s  t h e  r a n k s  o f c o u n t r ie s  r e p o r t e d  b y  e a c h  
in d iv id u a l  so u rce . T h i s  m e th o d  is  u s e f u l fo r c o m b in in g  s o u r c e s  t h a t  h a v e  a  d iffe re n t  
d is t r ib u t io n .  W h i le  th e r e  is  so m e  in f o r m a t io n  lo s s  in  t h is  t e c h n iq u e , it  a llo w s  a ll  
re p o r te d  sc o re s  to  r e m a in  w it h in  t h e  b o u n d s  o f t h e  C P I ,  t h a t  is  to  sa y , to  r e m a in  
b e tw e e n  0 a n d  1 0 .
A  b e t a -t r a n s f o r m a t io n  is  t h e n  p e r fo r m e d  o n  sco re s. T h i s  in c r e a s e s  t h e  s t a n d a r d  
d e v ia t io n  a m o n g  a ll  c o u n t r ie s  in c lu d e d  in  t h e  C P I  a n d  a v o id s  t h e  p r o c e s s  b y  w h ic h  
t h e  m a t c h in g  p e r c e n t ile s  t e c h n iq u e  r e s u lt s  in  a  s m a lle r  s t a n d a r d  d e v ia t io n  fro m  y e a r  
to  y e a r .
N e x t ,  a ll  v a lu e s  fo r a  c o u n t r y  a re  a v e r a g e d , to  d e te r m in e  a  c o u n t r y ’s sco re . T h e  
C P I  sc o re  a n d  r a n k  a re  a c c o m p a n ie d  b y  t h e  n u m b e r  o f  so u r c e s , h ig h -lo w  ra n g e ,  
s t a n d a r d  d e v ia t io n  a n d  c o n fid e n c e  r a n g e  fo r e a c h  c o u n try .
T h e  c o n fid e n c e  r a n g e  is  d e te r m in e d  b y  a  b o o t s t r a p  ( n o n -p a r a m e t r ic )  m e th o d o l­
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og y, w h ic h  a llo w s in fe r e n c e s  to  b e  d r a w n  o n  t h e  u n d e r ly in g  p r e c is io n  o f t h e  r e s u lts .  
A  9 0 %  c o n fid e n c e  r a n g e  is  t h e n  e s t a b lis h e d , w h e re  th e r e  is  5 %  p r o b a b il it y  t h a t  th e  
v a lu e  is  b e lo w  a n d  5 %  p r o b a b il it y  t h a t  t h e  v a lu e  is  a b o v e  t h is  c o n f id e n c e  ra n g e .
R e s e a r c h  sh o w s t h a t  t h e  u n b ia s e d  c o v e ra g e  p r o b a b il it y  for t h e  c o n fid e n c e  ra n g e  
is  lo w e r t h a n  it s  n o m in a l  v a lu e  o f 9 0 % .  T h e  a c c u r a c y  o f th e  c o n fid e n c e  in t e r v a l  
e s t im a t e s  in c r e a s e s  w it h  a  g ro w in g  n u m b e r  o f  so u rce s : for 3  s o u r c e s , 6 5 . 3 % ;  fo r 4  
s o u r c e s , 7 3 . 6 % ;  fo r 5  s o u r c e s , 7 8 . 4 % ;  fo r 6 s o u r c e s , 8 0 . 2 % ;  a n d  fo r 7  s o u r c e s , 8 1 . 8 % .
T h e  o v e r a ll r e l ia b il it y  o f  d a t a  is  d e m o n s tr a t e d  in  th e  h ig h  c o r r e la t io n  b e tw e e n  
s o u rc e s . I n  t h is  r e g a r d , P e a r s o n ’s a n d  K e n d a l l ’s  r a n k  c o r r e la t io n s  h a v e  b e e n  p e r ­
fo rm e d , w h ic h  p r o v id e d  a v e ra g e  r e s u lts  o f 0 .8 7  a n d  0 .7 2  r e s p e c t iv e ly .
C P IA  transparency, accountability, and corruption in th e  public sector  
rating (1-low to  6-high)
D e f in it io n :  T r a n s p a r e n c y ,  a c c o u n t a b il it y ,  a n d  c o r r u p t io n  in  t h e  p u b lic  s e c to r  a s ­
se ss t h e  e x te n t  to  w h ic h  t h e  e x e c u t iv e  c a n  b e  h e ld  a c c o u n t a b le  for it s  u s e  o f f u n d s  a n d  
for t h e  r e s u lts  o f it s  a c t io n s  b y  th e  e le c to r a te  a n d  b y  th e  le g is la t u r e  a n d  ju d ic ia r y ,  
a n d  th e  e x te n t  to  w h ic h  p u b lic  e m p lo y e e s  w it h in  th e  e x e c u t iv e  a re  r e q u ir e d  to  a c ­
c o u n t  fo r a d m in is t r a t iv e  d e c is io n s , u s e  o f  re s o u rc e s , a n d  r e s u lts  o b t a in e d . T h e  th r e e  
m a in  d im e n s io n s  a sse ss e d  h e re  a re  th e  a c c o u n t a b il it y  o f  t h e  e x e c u t iv e  to  o v e r s ig h t  
in s t it u t io n s  a n d  o f p u b l ic  e m p lo y e e s  fo r t h e ir  p e r fo r m a n c e , a c c e s s  o f  c iv i l  s o c ie t y  to  
in f o r m a t io n  o n  p u b lic  a ffa ir s , a n d  s t a t e  c a p t u r e  b y  n a rr o w  v e s te d  in te r e s ts . S o u rc e :  
W o r ld  B a n k  G r o u p ,  C P I A  d a t a b a s e  (h t t p : / / w w w .w o r ld b a n k .o r g / id a ).
Foreign direct investm ent, net inflows (% of G D P )
D e f in it io n : F o r e ig n  d ir e c t  in v e s t m e n t  a re  t h e  n e t  in flo w s o f in v e s t m e n t  to  a c q u ir e  
a  la s t in g  m a n a g e m e n t  in te r e s t  (10  p e r c e n t  o r m o r e  o f v o t in g  s t o c k )  in  a n  e n te r p r is e  
o p e r a t in g  in  a n  e c o n o m y  o th e r  t h a n  t h a t  o f  t h e  in v e s to r . I t  is  t h e  s u m  o f e q u it y  
c a p it a l ,  r e in v e s t m e n t  o f e a r n in g s , o th e r  lo n g -t e r m  c a p it a l ,  a n d  s h o r t -t e r m  c a p it a l  a s  
s h o w n  in  t h e  b a la n c e  o f p a y m e n ts . T h i s  s e r ie s  sh o w s n e t in flo w s in  t h e  r e p o r t in g  
e c o n o m y  a n d  is  d iv id e d  b y  G D P .  S o u r c e : In t e r n a t io n a l  M o n e t a r y  F u n d ,  In t e r n a ­
t io n a l  F i n a n c ia l  S t a t is t ic s  a n d  B a la n c e  o f P a y m e n t s  d a t a b a s e s , W o r ld  B a n k ,  G lo b a l
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D e v e lo p m e n t  F in a n c e ,  a n d  W o r ld  B a n k  a n d  O E C D  G D P  e s t im a te s .
G D P  (constant 2000 U S$)
D e f in it io n : G D P  a t  p u r c h a s e r ’s p r ic e s  is  t h e  s u m  o f g ro ss  v a lu e  a d d e d  b y  a ll  
re s id e n t  p r o d u c e r s  in  th e  e c o n o m y  p lu s  a n y  p r o d u c t  t a x e s  a n d  m in u s  a n y  s u b s id ie s  
n o t in c lu d e d  in  t h e  v a lu e  o f t h e  p r o d u c t s .  I t  is  c a lc u la t e d  w it h o u t  m a k in g  d e d u c t io n s  
fo r d e p r e c ia t io n  o f f a b r ic a t e d  a s s e ts  o r fo r d e p le t io n  a n d  d e g r a d a t io n  o f n a t u r a l  
re s o u rc e s . D a t a  a re  in  c o n s t a n t  2 0 0 0  U .S .  d o lla r s . D o lla r  f ig u re s  for G D P  a re  
c o n v e r te d  fro m  d o m e s t ic  c u r r e n c ie s  u s in g  2 0 0 0  o ff ic ia l e x c h a n g e  ra te s . F o r  a  few  
c o u n t r ie s  w h e re  t h e  o ff ic ia l e x c h a n g e  r a t e  d o e s  n o t  re fle ct t h e  r a t e  e f fe c t iv e ly  a p p lie d  
to  a c t u a l  fo re ig n  e x c h a n g e  t r a n s a c t io n s ,  a n  a lt e r n a t iv e  c o n v e r s io n  f a c to r  is  u se d .  
S o u r c e : W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  
file s.
Life expectancy  at birth , to ta l (years)
D e f in it io n :  L if e  e x p e c t a n c y  a t  b ir t h  in d ic a t e s  th e  n u m b e r  o f  y e a r s  a  n e w b o r n  
in f a n t  w o u ld  l iv e  if  p r e v a il in g  p a t t e r n s  o f  m o r t a l it y  a t  th e  t im e  o f  it s  b ir t h  w ere to  
s t a y  th e  s a m e  t h r o u g h o u t  it s  life . S o u r c e : W o r ld  B a n k  s ta ff  e s t im a t e s  fro m  v a r io u s  
s o u r c e s  in c lu d in g  c e n s u s  r e p o r ts , t h e  U n it e d  N a t io n s  P o p u la t io n  D iv is io n ’s W o r ld  
P o p u la t io n  P r o s p e c t s ,  n a t io n a l  s t a t is t ic a l  o ffices, h o u s e h o ld  s u r v e y s  c o n d u c t e d  b y  
n a t io n a l a g e n c ie s , a n d  M a c r o  In t e r n a t io n a l .
M ilitary expenditure (% o f G D P )
D e f in it io n :  M il it a r y  e x p e n d it u r e s  d a t a  fro m  S I P R I  a re  d e r iv e d  fro m  t h e  N A T O  
d e f in it io n , w h ic h  in c lu d e s  a ll  c u r r e n t  a n d  c a p it a l  e x p e n d it u r e s  o n  t h e  a r m e d  fo rce s, 
in c lu d in g  p e a c e k e e p in g  fo rce s; d e fe n se  m in is t r ie s  a n d  o th e r  g o v e rn m e n t a g e n c ie s  
e n g a g e d  in  d e fe n se  p r o je c ts ;  p a r a m il i t a r y  fo rce s; a n d  m i l it a r y  s p a c e  a c t iv it ie s .
M ortality  rate, under-5 (per 1,000)
D e f in it io n :  U n d e r -5  m o r t a l it y  r a t e  is  t h e  p r o b a b il it y  t h a t  a  n e w b o r n  b a b y  w il l  d ie  
b e fo re  r e a c h in g  age fiv e , if  s u b je c t  to  c u r r e n t  a g e -s p e c if ic  m o r t a l it y  ra te s . T h e  p r o b ­
a b il it y  is  e x p re s se d  a s  a  r a t e  p e r  1 ,0 0 0 . S o u rc e : H a r m o n iz e d  e s t im a t e s  o f  th e  W o r ld
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H e a lt h  O r g a n iz a t io n ,  U N I C E F ,  a n d  t h e  W o r ld  B a n k ,  b a s e d  m a in ly  o n  h o u s e h o ld  
s u r v e y s , c e n s u s e s , a n d  v i t a l  r e g is t r a t io n , s u p p le m e n t e d  b y  W o r ld  B a n k  e s t im a t e s  
b a s e d  o n  h o u s e h o ld  s u r v e y s  a n d  v i t a l  r e g is t r a t io n .
P opulation  grow th (annual %)
D e f in it io n :  A n n u a l  p o p u la t io n  g ro w th  r a t e . P o p u la t io n  is  b a s e d  o n  t h e  d e  f a c to  
d e f in it io n  o f p o p u la t io n ,  w h ic h  c o u n t s  a l l  r e s id e n ts  r e g a rd le s s  o f  le g a l s t a t u s  o r  
c it iz e n s h ip -e x c e p t  for re fu g e e s n o t  p e r m a n e n t ly  s e t t le d  in  t h e  c o u n t r y  o f a s y lu m ,  
w h o  a re  g e n e r a lly  c o n s id e r e d  p a r t  o f  t h e  p o p u la t io n  o f th e  c o u n t r y  o f o r ig in . S o u rc e :  
W o r ld  B a n k  s ta ff  e s t im a t e s  fro m  v a r io u s  s o u r c e s  in c lu d in g  c e n s u s  r e p o r t s , th e  U n it e d  
N a t io n s  P o p u la t io n  D iv is io n ’s W o r ld  P o p u la t io n  P r o s p e c t s ,  n a t io n a l  s t a t is t ic a l  of­
fice s, h o u s e h o ld  s u r v e y s  c o n d u c t e d  b y  n a t io n a l  a g e n c ie s , a n d  M a c r o  In t e r n a t io n a l.
P opulation , to ta l
D e f in it io n :  T o t a l  p o p u la t io n  is  b a s e d  o n  t h e  d e  fa c to  d e f in it io n  o f  p o p u la t io n ,  
w h ic h  c o u n t s  a l l  r e s id e n t s  re g a r d le s s  o f  le g a l s t a t u s  o r c it iz e n s h ip -e x c e p t  fo r re fu g e e s  
n o t  p e r m a n e n t ly  s e t t le d  in  t h e  c o u n t r y  o f a s y lu m , w h o  a re  g e n e r a lly  c o n s id e r e d  
p a r t  o f  th e  p o p u la t io n  o f t h e ir  c o u n t r y  o f o r ig in . T h e  v a lu e s  s h o w n  a re  m id y e a r  
e s t im a t e s . S o u rc e : W o r ld  B a n k  s ta f f  e s t im a t e s  fro m  v a r io u s  s o u r c e s  in c lu d in g  c e n ­
s u s  r e p o r t s , th e  U n it e d  N a t io n s  P o p u la t io n  D iv i s i o n ’s W o r ld  P o p u la t io n  P r o s p e c t s ,  
n a t io n a l  s t a t is t ic a l  o ffices, h o u s e h o ld  s u r v e y s  c o n d u c t e d  b y  n a t io n a l  a g e n c ie s , a n d  
M a c r o  In t e r n a t io n a l.
R eal effective exchange rate index (2000= 100)
D e f in it io n :  R e a l  e ffe c tiv e  e x c h a n g e  r a t e  is  t h e  n o m in a l e ffe ctiv e  e x c h a n g e  r a t e  
( a  m e a s u r e  o f th e  v a lu e  o f a  c u r r e n c y  a g a in s t  a  w e ig h te d  a v e ra g e  o f  s e v e ra l fo re ig n  
c u r r e n c ie s )  d iv id e d  b y  a  p r ic e  d e fla to r  o r in d e x  of co sts . S o u r c e : In t e r n a t io n a l  
M o n e t a r y  F u n d ,  In t e r n a t io n a l  F i n a n c i a l  S t a t is t ic s .
R efugee population  by country or territory  o f asylum
D e f in it io n :  R e fu g e e s  a re  p e o p le  w h o  a re  re c o g n iz e d  a s  re fu g e e s u n d e r  t h e  1 9 5 1  
C o n v e n t io n  R e la t in g  to  t h e  S t a t u s  o f  R e fu g e e s  o r it s  1 9 6 7  P r o t o c o l,  t h e  1 9 6 9  O r ­
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g a n iz a t io n  o f A f r ic a n  U n i t y  C o n v e n t io n  G o v e r n in g  t h e  S p e c if ic  A s p e c t s  o f R e fu g e e  
P r o b le m s  in  A f r ic a ,  p e o p le  r e c o g n iz e d  a s  re fu g e e s in  a c c o r d a n c e  w it h  th e  U N H C R  
s t a t u t e ,  p e o p le  g r a n t e d  r e fu g e e -lik e  h u m a n it a r ia n  s t a t u s , a n d  p e o p le  p r o v id e d  t e m ­
p o r a r y  p r o te c t io n . A s y lu m  se e k e rs a re  p e o p le  w h o  h a v e  a p p lie d  fo r a s y lu m  o r re fu g e e  
s t a t u s  a n d  w h o  h a v e  n o t  y e t  r e c e iv e d  a  d e c is io n  o r w h o  a re  r e g is te r e d  a s  a s y lu m  
se e k e rs. P a le s t in ia n  re fu g e e s a re  p e o p le  ( a n d  t h e ir  d e s c e n d a n ts )  w h o s e  re s id e n c e  
w a s P a le s t in e  b e tw e e n  J u n e  19 4 6  a n d  M a y  19 4 8  a n d  w h o  lo s t  t h e ir  h o m e s  a n d  
m e a n s  o f l iv e lih o o d  a s a  r e s u lt  o f  t h e  19 4 8  A r a b - I s r a e l i  c o n f lic t . C o u n t r y  o f  a s y ­
lu m  is  t h e  c o u n t r y  w h e re  a n  a s y lu m  c la im  w a s  f ile d . S o u rc e : U n it e d  N a t io n s  H ig h  
C o m m is s io n e r  fo r R e fu g e e s , S t a t is t ic a l  Y e a r b o o k .
E xports o f goods and services (% o f G D P )
D e f in it io n :  E x p o r t s  o f  g o o d s  a n d  s e r v ic e s  re p re s e n t t h e  v a lu e  o f a ll  g o o d s  a n d  
o t h e r  m a r k e t  s e r v ic e s  p r o v id e d  to  t h e  r e s t  o f t h e  w o rld . T h e y  in c lu d e  th e  v a lu e  o f  
m e r c h a n d is e , f r e ig h t, in s u r a n c e , t r a n s p o r t ,  t r a v e l,  r o y a lt ie s , lic e n s e  fees, a n d  o th e r  
s e r v ic e s , s u c h  a s c o m m u n ic a t io n ,  c o n s t r u c t io n , f in a n c ia l,  in f o r m a t io n , b u s in e s s , p e r ­
s o n a l,  a n d  g o v e rn m e n t s e r v ic e s . T h e y  e x c lu d e  la b o r  a n d  p r o p e r t y  in c o m e  (f o r m e r ly  
c a lle d  f a c to r  s e r v ic e s )  a s  w e ll a s  t r a n s f e r  p a y m e n ts . S o u rc e : W o r ld  B a n k  n a t io n a l  
a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  files.
Im ports of goods and services (% o f G D P )
D e f in it io n :  Im p o r t s  o f g o o d s  a n d  s e r v ic e s  re p re s e n t t h e  v a lu e  o f  a l l  g o o d s  a n d  
o th e r  m a r k e t  s e r v ic e s  r e c e iv e d  fro m  t h e  re s t  o f  t h e  w o rld . T h e y  in c lu d e  t h e  v a lu e  o f  
m e r c h a n d is e , fre ig h t, in s u r a n c e , t r a n s p o r t ,  t r a v e l,  r o y a lt ie s , lic e n s e  fees, a n d  o th e r  
s e r v ic e s , s u c h  a s  c o m m u n ic a t io n ,  c o n s t r u c t io n ,  f in a n c ia l,  in f o r m a t io n , b u s in e s s , p e r ­
s o n a l,  a n d  g o v e rn m e n t s e r v ic e s . T h e y  e x c lu d e  la b o r  a n d  p r o p e r t y  in c o m e  (f o r m e r ly  
c a lle d  f a c to r  s e r v ic e s )  a s  w e ll a s t r a n s f e r  p a y m e n ts . S o u rc e : W o r ld  B a n k  n a t io n a l  
a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  A c c o u n t s  d a t a  file s.
G D P  per capita  (constant 2000 U S$)
D e f in it io n :  G D P  p e r  c a p it a  is  g ro ss  d o m e s t ic  p r o d u c t  d iv id e d  b y  m id y e a r  p o p u la ­
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t io n . G D P  is  t h e  s u m  o f g ro ss  v a lu e  a d d e d  b y  a ll  re s id e n t  p r o d u c e r s  in  t h e  e c o n o m y  
p lu s  a n y  p r o d u c t  t a x e s  a n d  m in u s  a n y  s u b s id ie s  n o t  in c lu d e d  in  t h e  v a lu e  o f th e  
p r o d u c t s . I t  is  c a lc u la t e d  w it h o u t  m a k in g  d e d u c t io n s  fo r d e p r e c ia t io n  o f f a b r ic a t e d  
a s s e ts  o r fo r d e p le t io n  a n d  d e g r a d a t io n  o f  n a t u r a l  re so u rc e s. D a t a  a re  in  c o n s t a n t  
U .S .  d o lla r s . S o u rc e : W o r ld  B a n k  n a t io n a l  a c c o u n t s  d a t a ,  a n d  O E C D  N a t io n a l  
A c c o u n t s  d a t a  file s.
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C.4 E stim ations of th e full-sam ple m odel
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T a b le  C . l :  A i d  fro m  D A C  c o u n t r ie s  to  lo w -in c o m e  a n d  lo w e r -m id d le -in c o m e  c o u n ­
t r ie s
L N O D A P C P R  
( w it h  ze ro s )
Y e a r 2 0 0 6
R e c ip ie n t s 3 1
D A C  d o n o rs 22
C - 1 0 .8 5 6
( 3 .4 6 7 ) * *
O D A S H A R E 0 .0 6 7
(0 .0 0 8 )*
L N P O P -0 .3 6
(0 .2 8 )
L N R E F U G E E - 0 . 1 0 3
(0 .0 4 9 )* *
M I L I T A R Y -0 .2 8 3
( 0 .1 4 3 ) * *
L N G D P 1 . 2 5 7
(0 .3 9 8 ) * *
L N E X P O R T S - 1 . 7 7 5
( 0 .4 3 6 ) *
L N I M P O R T S 2 .0 3
( 0 .5 6 2 ) *
L I F E  E X P E C T A N C Y -0 .0 6 1
( 0 .0 2 7 ) * *
G O V E R N A N C E 0 .9 0 6
(0 .4 0 6 )* *
C P I - 1 . 5 3 7
( 0 .4 7 3 ) *
C O L O N Y -0 .2 0 8
(0 .3 0 6 )
F D I 0 . 1 9 1
(0 .0 4 )*
L A 0 .6 6 1
( 0 .2 3 1 ) * *
S S A 0 .8 9 8
( 0 .2 5 6 ) *
M O R T A L I T Y 0.001
(0 .0 0 4 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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T a b le  C . 2 : A i d  fro m  D A C  c o u n t r ie s  to  L a t i n  A m e r ic a  a n d  t h e  C a r ib b e a n  c o u n tr ie s
L N O D A P C P R  
( w it h  ze ro s)
Y e a r 2 0 0 6
R e c ip ie n t s 12
D A C  d o n o rs 22
C 6 6 .5 1 9
( 2 3 .0 6 5 ) * *
O D A S H A R E 0 .0 1 8
(0 .0 0 3 )*
L N P O P - 1 . 5 5 6
( 1 . 2 6 1 )
L N R E F U G E E 1 . 7 2 2
(0 .4 5 )*
M I L I T A R Y 0 . 5 1 3
( 0 .1 7 7 ) * *
L N G D P 3 .0 7 9
( 1 .002)* *
L N E X P O R T S - 1 3 . 5 6 8
( 3 .8 2 4 ) *
L N I M P O R T S 1 1 . 6 3 3
( 3 .5 3 8 ) * *
L I F E  E X P E C T A N C Y -0 .9 5
( 0 .3 6 4 )* *
C P I -0 .4 0 6
(0 .2 8 2 )
C O L O N Y - 1 . 7 9 8
(0 .9 )* *
E D I 0 .6 7 9
( 0 .2 1 7 ) * *
M O R T A L I T Y - 0 . 1 1 6
(0 .0 5 9 )*
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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T a b le  C . 3 :  A i d  fro m  D A C  c o u n t r ie s  to  S u b -S a h a r a n  A f r ic a n  c o u n t r ie s
L N O D A P C P R  
( w it h  ze ro s)
Y e a r 2 0 0 6
R e c ip ie n t s 2 5
D A C  d o n o rs 22
C - 9 .4 7 1
( 3 .6 1 5 ) * *
O D A S H A R E 0 . 1 1 3
( 0 .0 1 3 ) *
L N P O P 1 . 6 8 1
( 0 .2 1 3 ) *
L N R E F U G E E 0 .1 7 4
(0 .0 4 8 )*
M I L I T A R Y - 0 .1 0 4
( 0 .1 6 2 )
L N G D P -0 .3 2
(0 .2 0 3 )
L N E X P O R T S 0 .1
( 0 .0 3 6 ) * *
L N I M P O R T S -0 . 1 0 4
( 0 .0 3 5 ) * *
L I F E  E X P E C T A N C Y -0 .0 6 2
( 0 .0 2 4 )* *
G O V E R N A N C E 0 .2 7 4
(0 .4 5 9 )
C P I 0 .8 7 1
(0 .6 7 4 )
C O L O N Y -0 .4 7 7
( 0 .3 3 6 )
M O R T A L I T Y 0 .0 0 5
(0 .0 0 4 )
Standard errors are in parentheses. (*) Indicates significance at the 1% level, (**) at the 5% level
and (***) at the 10% level.
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